Buffalo Law Review
Volume 17

Number 2

Article 1

1-1-1968

Setting Up a Close Corporation in New York
Robert A. Kessler
Fordham University School of Law

Follow this and additional works at: https://digitalcommons.law.buffalo.edu/buffalolawreview
Part of the Commercial Law Commons

Recommended Citation
Robert A. Kessler, Setting Up a Close Corporation in New York, 17 Buff. L. Rev. 237 (1968).
Available at: https://digitalcommons.law.buffalo.edu/buffalolawreview/vol17/iss2/1

This Article is brought to you for free and open access by the Law Journals at Digital Commons @ University at
Buffalo School of Law. It has been accepted for inclusion in Buffalo Law Review by an authorized editor of Digital
Commons @ University at Buffalo School of Law. For more information, please contact lawscholar@buffalo.edu.

SETTING UP A CLOSE CORPORATION IN NEW YORK*
ROBERT A. KEssLEO*
I.

INTRODUCTION

CLIENTS desirous of forming a small incorporated business may be creating
their own "brand new" business, one which has never existed before, or
they may be purchasing an already established one, which has been conducted
successfully-small businessmen are usually not interested in acquiring a "loss"
business solely for a possible tax benefit-by its former owners under one of
the three common business forms, sole proprietorship, partnership or corporation. Sometimes, also, the clients decide merely to change the form under which
they have been conducting their own business from an unincorporated to an
incorporated one.
Whichever is the case, the attorney will face problems which involve consideration of the impact of a number of different laws. As to any transfer or
transformation the Federal tax laws, as well as those of the State, will have
an impact. On any sale of assets, the possible impact of the Bulk Sales provisions of the Uniform Commercial Code must be anticipated. If the business
is presently being run as a partnership, the Partnership Law must be considered. If the business being acquired is now a New York corporation, obviously,
the Business Corporation Law must be dealt with.
Obviously, many other branches of law also have possible application.
If real property is leased or conveyed special problems are involved, the
transfer of licenses or procuring of new ones for many businesses (e.g., liquor
stores, insurance brokers, real estate agents) are governed by special legal
provisions.
The lawyer for a small business being set up in the corporate form must,
of course, study the effect of all of the possibly applicable laws to his client's
situation.
All that can be considered here are those laws which generally affect the
creation of, transfer to, or transformation into a New York close corporation.
Since the problems of transformation by the same owners from an unincorporated business into one conducted in the corporate form involve setting
up a new corporation "from scratch," and are also analogous to those of the
creation of a new incorporated business "from scratch," these will be discussed
together.
Because of its primacy in the protection of the interests of the clients,
* This article is modified from a chapter in the author's forthcoming book, on New
York Close Corporation Law, to be published by Callaghan & Company.
The author expresses his thanks to Mr. George C. Seward, the author, and the Joint
Committee on Continuing Legal Education of the American Law Institute and the American
Bar Association, the copyright holder, for their kind consent to utilize and modify the
"Sale of Assets Form" and "Sale of Stock Form" from the 1966 edition of Mr. Seward's

excellent text, Basic Corporate Practice.
** Professor of Law, Fordham University School of Law.
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the Federal income tax laws will be discussed in outline form as to the formation and transfer of various prior businesses to their new owners, the lawyer's
small business clients who want to carry on their business in the corporate form.

II. SETTING UP THE NEW BUsINESS AS A CORPORATION "FRom SCRATCH."
A. The CorporationLaw.
The provisions of the Business Corporation Law [hereinafter referred to
as BCL] as to setting up a corporation are relatively simple to comply with.
The corporate existence, of course, begins upon filing of the certificate of incorporation by the department of state. 1
That certificate sets the authorized number of shares, i.e., the maximum
number which can be issued. 2 The shares authorized may be common or preferred. 3 Different classes of common and preferred are possible, with different
4
rights, preferences and limitations if desired.
Generally, the terms of the shares are a matter of corporate discretion.
There are certain limitations, however. Each share of each class must be equal
to every other share of its class or series.5 Although the certificate may deny, limit
or otherwise define the voting rights and may limit or otherwise define the
dividend or liquidation rights of shares of any class,
no such denial, limitation or definition of voting rights shall be effective
unless at the time one or more classes of outstanding shares or bonds,
singly or in the aggregate, are entitled to full voting rights, and no such
limitation or definition of dividend or liquidation rights shall be effective unless at the time one or more classes of outstanding shares, singly
aggregate, are entitled to unlimited dividend and liquidation
or in the
6
rights.

If the shares are divided into two or more classes, they must be designated to
distinguish them from shares of all other classes. 7 Shares which are entitled to a
dividend or asset preference cannot be called "common," while shares which
are not entitled to a preference are common shares even if identified by a class
or other designation, and cannot be called "preferred." s
Redeemable shares are possible, if authorized in the certificate of incorporation. The certificate must set forth the redemption' price, periods within
which, and conditions under which such redemption may be made.0 Except for
shares of an open-end investment company, only "callable" shares are authorized, i.e., only those redeemable at the option of the corporation, not at the
1. N.Y. Bus. Corp. Law § 403 [hereinafter cited BCL].
2. Id. § 402 (a) (4).
3. Id. §§ 501(a), 402(a) (4), (5).
4. Id. Different series of preferred shares are also possible. Id. § 402 (a) (6).

5. Id.§ 501(c).
6.

Id. § 501(a).

8.
9.

Id.
Id. § 512 (a).

7. Id.§ 501(b).
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election of the shareholder.10 Again with the same exception as to such investment companies, redeemable common shares are only possible if there is outstanding a class of common shares not subject to redemption.'
Bonds, notes, debentures, and other debt securities may be issued without
prior certificate of incorporation authorization. 2 The certificate must so provide,
W 3
however, if bonds are to be given voting rights.
The types of consideration for which shares or bonds may be issued are:
(1) money, (2) property, tangible or intangible, (3) labor or services actually
received by or performed for the corporation or for its benefit, or in its formation or reorganization, or (4) a combination of the above. 14
Obviously, par value stock cannot then be given away as a "bonus" to
Csweeten" a bond issue (like "green stamps"). It was held 15 under the old case
law that not even no-par could be given away as a bonus, and the new statutory
provisions show no legislative intention to overrule that decision.
Although the section as to bonds does not expressly impose the limitation,
the statute expressly forbids the corporation to take even in part payment for
its shares: obligations of the subscriber for future payments, e.g., notes, or
future services.' 0
As under previous law, consideration which amounts to a promise to render
future services will probably be invalid. Thus, e.g., Brown v. Watson'7 almost
certainly remains good law. In that case an engineer with a lucrative practice
left his old job to work for a new company, for which he was given stock
which the board of directors resolved had no present value. The court held
this invalid consideration, stating that his peculiar knowledge and experience
was not property, and thus, an insufficient consideration.
The right to issue shares for services already rendered in the formation of
the corporation, new under the BCL, is apparently limited by section 507 which
states that allowances out of the consideration received for shares for such
8
services must be reasonable.'
Where property is exchanged for shares there is always a possibility of a
"watered stock" problem. Thus, the value of the property may be less than the
stated value of the shares exchanged therefor, and the shareholder-transferor
held liable for the difference.
10. Id. § 512(b).
11. Id. § 512(c). The corporation may, of course, contract to repurchase its shares,
subject to the surplus and insolvency limitations. (BCL § 514). See: De Capriles, New
York Business Corporation Law: Article 5-Corporate Finance, 11 Buffalo L. Rev. 461,
475 (1962). Excellent summaries of the financial provisions of the BCL are provided in
the foregoing article, and De Capriles and McAniff, The Financial Provisions of the New
(1961), New York Business CorporationLaw, 36 NYUL Rev. 1239 (1961).
12. Id. § 202(a) (7).
13. Id. § 518(c).
14. Id. 88 504(a), 518(a) (shares and bonds respectively).
15. Stone v. Young, 210 App. Div. 303, 206 N.Y.S. 95 (4th Dep't 1924). But cf.
Crawford v. Erbsloh, 137 Misc. 790, 244 N.Y.S. 502 (Sup. Ct. 1930).
16. BCL § 504(b).
17. 285 App. Div. 587, 139 N.Y.S.2d 628 (1st Dep't 1955).
18. BCL § 507.
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Although par value shares may, of course, be issued for more than par,
BCL section 504(c) forbids their issuance for less.", Thus, the stock will be
watered if a share of $100 par value stock is issued in exchange for a desk
worth only $90. As a practical matter, even though no par stock may be issued
"for such consideration as is fixed from time to time by the board ' 20 (unless
the certificate of incorporation reserves the right to the shareholders to fix the
consideration), a valuation must also be placed on property received for such
shares for balance sheet and tax purposes, and such shares too may result in
watered stock liability. 2 '
Some protection is afforded by the provisions as to both shares and bonds
that "[i]n the absence of fraud in the transaction, the judgment of the board
or shareholders, as the case may be, as to the value of the consideration received
shall be conclusive." 22 Although this "good faith" rule gives some leeway when
property is being evaluated on an exchange for stock, an objectively gross overvaluation may result in a finding of fraud, and hence a determination that the
23
stock is watered.
Where the stock has been watered, the shareholder is liable for the difference between the value of the property and the consideration which should have
been given. 24 Good faith transferees from the original holders who have no
knowledge or notice are protected, as are pledgees and fiduciaries. The transferor
remains liable. 25 According to the Official Comment, the liability can be enforced
by the corporation, a receiver, a trustee in bankruptcy or a judgment creditor
for the benefit of shareholders as well as creditors. 26
Another possible basis of liability where stock is issued for overvalued
property is subsumed under the term "promoters' liability for secret profits." 27
This may pose a danger unless all of the participants in the venture are also
19. Id. § 504(c) provides:
"Shares with par value may be issued for such consideration, not less than the par
value thereof, as is fixed from time to time by the board."
See also id. § 504(h) which in effect forbids issuance of share certificates until the full
amount of the consideration has been paid, except in the case of employee share option
plans under id. § 505(e), (f), and id. § 504(i) which, in effect, denies shareholder status to
a subscriber until payment of the consideration.

20. Id. § 504(d).
21. See Israels, Problems of Par and No-Par Shares: A Reappraisal, 47 Colum. L.
Rev. 1279, 1298-1300 (1947).

22. BCL §§ 504(a), 518(a).
23. See Boynton v. Andrews, 63 N.Y. 93, 96 (1875); Douglass v. Ireland, 73 N.Y. 100,
104 (1878); Lake Superior Iron Co. v. Drexel, 90 N.Y. 87 (1882). However, a valuation

based on capitalization of present earnings of the property would seem valid. See Randall
v. Bailey, 23 N.Y.S.2d 173 (Sup. Ct. 1940), aff'd without opinion, 262 App. Div. 844, 29
N.Y.S.2d 512 (1st Dep't 1941), aff'd, 288 N.Y. 280, 43 N.E.2d 43 (1942) (The Court of
Appeals did not discuss this point.). Perhaps, even a valuation based on prospective profits
may not be fraudulent. See Gamble v. Queens County Water Co., 123 N.Y. 91, 105, 25 N.E.
201, 203 (1890).
24. BCL § 628(a).
25. Id. §§ 628(b), (c).
26. Id. § 628, Official Comment.
27. See Shore Terrace Cooperative, Inc. v. Roche, 25 A.D.2d 666, 268 N.Y.S.2d 278
(2d Dep't 1966).
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participants in the organization of the corporation, and approve its initial
contracts and financial transactions.
It is wise to have express shareholders ratification of all these initial
transactions, including approval of any valuation of property fixed by the
board which the corporation acquires, whether in exchange for its stock or for
cash or a debt obligation by the corporation. If any new shareholders are admitted it would be wise to require them to sign a statement that they expressly approve all of the transactions entered into before they became shareholders.
Obviously, also, disclosure of the nature of these transactions should first be
made, and a recital that this has been done (with specific enumeration of the
28
matters disclosed and approved) included in the statement.
Where the parties are financially able to do so they can purchase the shares
for cash, and the corporation can then purchase the property from them for cash.
A court viewing the entire transaction might, however, still conclude that the
stock was watered where the shareholder is also the seller of the property.
Furthermore, this method would not appear to avoid liability on the theory of
promoters' secret profits.
Where par value shares are issued for property, it is obvious that a dollar
valuation has in effect been placed on the property equal to the total of the
pars of the shares exchanged for it. Although liability may perhaps be escaped
under the good faith rule, it is obvious that where the fair value of the property
is less than this total the stock has been watered. With no-par stock which has
no stated dollar value some additional protection may possibly be afforded to
the shareholder transferring property by having the corporation fix the property
itself as the consideration for the issuance of the shares, without mention of any
dollar amount.8 0
Use of low-par value shares would seem an even safer procedure. Even if
property is honestly felt to be worth $1,000, it is possible to issue, e.g., a mere
100 $1 par value shares in exchange for it. Since only an amount equal to par
must be provided to avoid watering, this should not be a problem where the
total par value is significantly less than the approximate value of the property.
To preserve equality of participation shareholders who pay cash for their shares
can be required to pay $1000 for their 100 $1 par value shares. The excess, of
course, becomes capital surplus, and free from the legal restrictions on distribution of stated capital, to which the par amount must be allocated. 3' This, too,
may prove an advantage. 32
28. See Northbridge Corp. v. 32nd Ave. Constr. Corp., 2 N.Y.2d 514, 141 N.E.2d
802, 161 N.Y.S.2d 404 (1957).
29. Thus, if 1,000 shares of $1 par value stock are issued in exchange for it, the
valuation placed on the property is $1,000.
30. See Israes, supra note 21. See G. Loewus & Co. v. Highland Queen Packing Co.,
125 NJ. Eq. 534, 6 A.2d 545 (Ch. 1939).
31. See BCL §§ 506(a), 102(a)(13).
32. Such surplus is available for dividends. Id. § 510(b).
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In any event, subsequent shareholder ratification is advisable for all of
the initial financing transactions.
The incorporators are not required to subscribe for stock under the BCL
as they were under the old law.2 3 In fact the BCL does not expressly require
anyone to subscribe to shares nor even expressly that there be any shareholders.
The law as to share subscriptions, where they are taken, is, however,
codified. Section 503 of the BCL governs both pre- and post-incorporation subscriptions. Its salient features are:
(a) Both are unenforceable unless in writing and signed by the person
who agrees to purchase the shares.
(b) Pre-incorporation subscriptions are irrevocable for 3 months from
their date unless: (i) otherwise provided therein; or (ii) with the consent of
the corporation to revocation; or (iii) with the consent of all the other subscribers to revocation.
(c) Both pre- and post-incorporation subscriptions are payable as determined by the board, unless otherwise provided therein. Calls for payments on
them must be uniform as to all shares of the same class or series. A receiver
can make calls.
(d) As to default: The corporation may collect the amount owing on
unpaid calls or installments as a debt, or declare a forfeiture. (The subscription
may provide other lesser penalties.) No forfeiture may be declared unless there
is nonpayment for 30 days after written demand.
(e) Procedure on forfeiture: (i) If 50% or more has been paid on the
stock, the corporation must offer the stock for sale at a price at least equal
to the balance due plus the sale expenses. Any excess goes to the subscriber.
(ii) If less than 50% has been paid on the shares, or there are no takers at
the sale, the shares are cancelled, and all previous payments go to capital surplus.
Except as provided in sections 505(e), and (f), dealing with shareholderapproved employee stock option plans, no share certificates may legally be
issued until the full consideration has been paid.3 4
The capitalization structure will, of course, be determined by the contributions the parties are prepared to make, and, to some extent, by the form
(debt or risk capital) they desire the investment to take. Tax consequences of
the particular type of security may make changes in the arrangement proposed
35
by the clients advisable.
The choice of financial structure will also to a large extent be determined
by considerations of the power allocation which the parties desire. To take an
obvious example, although bonds and preferred stock can be given a vote, they
normally will not possess one, or, at most, possess only contingent voting rights.
33.
34.
35.
Business

Compare id. § 402 (a), with N.Y. Stock Corp. Law § 5.
BCL §§ 504(h), (i).
See also Kessler, Skeleton of the Close Corporation Provisions of the New York
CorporationLaw, 2 N.Y. Cont. Leg. Educ. 57 (1965).
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They are appropriate to an investor (the "silent investor") who does not desire
active management participation, but not, unless he is also a common stockholder, for one who desires control over the conduct of the business.
Once the financial structure has been agreed upon, however, and the
certificate of incorporation reflecting it filed, the rest is quite simple. The corporation (through its board) resolves to authorize the officers to issue the
securities upon receipt of the consideration. Where the consideration is property
a letter offer may be "received," copied into the minutes, and a resolution of
acceptance passed as a preliminary to the authorization to issue the securities.
The corporation then receives the cash and property, issues the share
certificates or debt securities (notes, bonds, etc.), and is ready for business.
Despite the limitations discussed above, it is obvious that great flexibility
in the corporate financial structure is possible.
B. The Tax Consequences
The general rule under the Internal Revenue Code is that any sale or
exchange is a taxable event, i.e., gain or loss on the transaction will be recognized, and the profit taxed, or the loss allowed, to the taxpayer when the sale
or exchange occurs. 36 It make no difference, ordinarily, whether the taxpayer
is an individual, partnership or corporation. Also, the purchaser will normally
incur no income tax liability from the transaction, if it is an ordinary purchasesale transaction.
There are, however, a number of exceptions.
The sale of its stock by a torporation is not treated as an ordinary sale.
No gain or loss is recognized to the corporation upon issuance of its stock for
cash or property under sectioni 1032 of the I.R.C.
Also, by meeting certain statutory requirements, property may be trans.
ferred to a corporation in exchange for its stock, without redognition of gain
or loss to the transferors on their 'sale. ' Section 351 of the IRC provides,3 t
36. See Int. Rev. Code of 1954, §§ 1001-02 [hereinafter cited IRCI. Whatever is said
in this article with regard to tax matters is intended merely as a general introduction to
the subject. The tax law is so complex that almost every generalization is subect to a number
of qualifications and exceptions, which obviously cannot be set forth in an article of this
scope, but which may be applicable in particular circumstances. Accordingly, the practitioner
is cautioned to consult tax counsel before making any decision as to a particular transaction
contemplated.
37. IRC § 351 provides in part:
(a) No gain or loss shall be recognized if property is transferred to a corpora-

tion . . . by one or more persons solely in exchange for stock or securities in such
corporation and immediately after the exchange such person or persons are in
control (as defined in section 368(c)) of the corporation. For purposes of this

section, stock or securities issued for services shall not be considered as issued in
return for property.

(b) If subsection (a) would apply to an exchange but for the fact that there
is received, in addition to the stock or securities permitted to be received under
subsection (a), other property or money, then-,
(1) gain (if any) to such recipient shall be recognized, but not in excess
of(A) the amount of money received, plus

243
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in general, for the non-recognition of gain or loss to the transferors upon the
transfer of property to a corporation which they immediately thereafter "control," where the property is exchanged solely for stock or securities in the corporation. Property includes cash, 88 but not services rendered or to be rendered. 9
"One or more persons" includes individuals, trusts, estates, partnerships,
40
associations, companies or corporations, in short, virtually any transferor.
To be in control of the transferee corporation such person or persons "must
own immediately after the transfer stock possessing at least 80 percent of the
total combined voting power of all classes of stock entitled to vote and at least
eighty percent of the total number of shares of all other classes of stock of such
corporation.141
To be in control "immediately after the exchange" does not necessarily
require simultaneous exchanges by two or more persons, but comprehends "a
situation where the rights of the parties have been previously defined and the
execution of the agreement proceeds with an expedition consistent with orderly
procedure."142 It is not required that the stock issued to each shareholder be
proportionate to the property he contributes. 43 However, the entire transaction
will be given tax effect according to its true nature. Thus, for example, if the
transaction is really a gift by one shareholder to another, it will be treated
as such. 4
If the shareholder receives money, or other property (commonly referred
to as "boot") in addition to the stock, for property transferred in an exchange
which would otherwise come within section 351, no loss will be recognized. Gain
will be recognized to him but in an amount not in excess of the sum of such
money and the fair market value of such other property.45
Ordinarily, property subject to liabilities may be transferred tax-free even
(B) the fair market value of such other property received; and
(2) no loss to such recipient shall be recognized.
(c) In determining control, for purposes of this section, the fact that any
corporate transferor distributes part or all of the stock which it receives in exchange
to its shareholders shall not be taken into account.
As to IRC § 351, see generally Z. Cavitch Business Organizations ch. 85 (1963). See
also Transfers of Property in a Controlled Corporation,in id. §§ 85.01, 85.12[4]; Tax Factors
in Organizing a Corporation,in 1 P-H Tax Ideas II 15017.13; Index Vol. CCH 1968 Stand,
Fed. Tax Rep. ff 241.06; P-H Federal Taxes Iffl18,000-42.

38. See generally 3 CCH Stand. Fed. Tax Rep.
39.

Treas. Reg. § 1.351-1(a) (1) (i) provides:

45.

IRC § 351(b); Treas. Reg. § 1.351-2(a).

1111
2501-2506 [hereinafter cited CCH].

Stock or securities issued for services rendered or to be rendered to or for the
benefit of the issuing corporation will not be treated as having been issued in return for property ....
40. Treas. Reg. § 1.351-1(a)(1); 2 RJ.A. Tax Coordinator ffg F-3000-F-3207 [hereinafter cited RIA].
41. Treas. Reg. § 1.351-1(a)(1). As to records which must be kept and information
to be filed, see Treas. Reg. § 1.351-3.
42. Treas. Reg. § 1.51-1(a) (1).
43. Treas. Reg. § 1.351-1(b) (1).
44. See Treas. Reg. § 1.351-1(b) (2), Example 1.

244
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though the liability is assumed by the corporation. 46 This rule does not apply
"where it appears that the principal purpose of the taxpayer with respect to such
assumption was to avoid Federal income tax on the exchange, or, if not such
47
purpose, was not a bona fide business purpose.1
An example of such improper purpose would be borrowing money on the
property immediately prior to its transfer in order to retain the proceeds while
leaving the corporation the burden of repaying the loan.48 The taxpayer must
sustain the burden of proof on the issue "by the clear preponderance of the
evidence." 4 9 The rule also does not apply where the total amount of liabilities
assumed plus the total amount of liabilities to which the property is subject
exceeds the total of the adjusted basis of the property transferred. Under this
circumstance the excess will be recognized as gain from the sale or exchange
of a capital or noncaptial asset, as the case may be.50
The basis of the stock (and other property) received under a section 351
transfer is determined by section 358.51 Where only non-recognition property is
involved in the exchange, the basis of the shareholders' stock and securities
received in the exchange will be the same as the basis of all property exchanged
therefor. 52 There will be an allocation of the basis among various classes of stock
53
or securities proportional to their respective fair market values.
Where the shareholders also receive "boot, the basis of their stock will
be decreased by the amount of money or other property they receive, and increased by the amount of the gain recognized to them. 54 The basis of the stock
will be reduced by the amount of any liability assumed by or to which the
property transferred by the shareholder to the corporation was subject.5 5
The corporation takes property received in the exchange at its basis in the
hands of the transferor, increased in the amount of gain recognized to the
transferor. 56
It should be noted that section 351 will be relevant when a new corporation
is formed to take over an existing business. Thus, the new owners may set up
the acquiring corporation, for example, by transferring cash to it in exchange
for shares of stock in a non-taxable exchange. Their new corporation can then
purchase the assets from the old corporation or its former shareholders if the
old corporation has been liquidated and the assets distributed to them. The
new owners can also purchase the old corporation's assets from it or its former
shareholders and transfer them tax-free to their new corporation in exchange
46.
47.
48.
49.
50.
51.
52.
53.

IRC § 357(a); Treas. Reg. § 1.357-1(a).
Treas. Reg. § 1.357-1(c).
See D. Herwitz, Business Planning 78 (1966).
Treas. Reg. § 1.357-1(c).
Id. § 1.357-2(a).
D. Herwitz, suPra note 48, at 79.
Treas. Reg. § 1.358-1(a).
Id. § 1.358-2(b) (2).

54. Id. § 1.358-1(a).
55. Id. § 1.358-3(a).
56. Id. § 1.362-1.
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for its 8hares.6' Analogous procedures can be used where the old business was
tOnducted as a sole proprietorship or partnership.
Obviously, also section 351 will apply, where its conditions are metj when
instead of selling out to new owners, the owners of an unincorporated business
dedide to change over the form from sole proprietorship or partnership to corpoiation.i s
It may sometimes be desirable to have the setting up of the corporation
A takable event, i.e., to avoid section 35i and non-recognition. This might be
tfue, in the following situations:
(1) Where the property transferred has diminished in value, and the
transferor wants the loss to be recognized,
(2) Where the property has appreciated in value, but the transferor has
capital losses, which he can offset against the capital gain on the transfer;
(3) Whefe the property has appreciated in value and the transferors
want the corporation to he able to take advangtage of higher depreciation as
a restllt of the "stepped-up" basis. 9

There are, however, certain dangers in attempting to make incorporation
taxable.
If the transfered corporation is "controlled " 130through ownership of 80%
in value of all outstanding stock of the corporation by the transferor (including
his pouse, minor children and grandchildren, which for the purposes of this
sedtlon also includes legally adopted children and their children), gain from
the dale of depreciable property to the corporation will be treated as ordinary
incomen. 8
Furthermore, the depreciation recapture provisions of IRC sections 1245

(depkeciable personal property), and 1250 (depreciable real property) apply
57. The former procedure may be wise from the standpoint of avoiding possible
watered stock problems.
58. Treas. Reg. § 1.351-1(a)(1). Unlike many provisions under the Code, e.g., IRC
§ 1372 as to small business corporations, the provisions of IRC § 351 are not elective. See
D. Herwitz, supra note 48, at 81; 4 Z. Cavitch, Business Organizations § 84 (1963). This
ineans that if its conditions are met, the non-recognition provisions automatically apply.
59. See Index Vol. CCH II 241.06; D. Herwitz, supra note 48j at 81.
60. The difference in definition of control for purposes of IRC § 1239, and that under
Rd § 351 is to be noted.
61. IRC § 1239 provides in part:
(a) In the case of a sale or exchange, directly or indirectly, of property
described in subsection (b)(1) between husband and wife; or
(2) between an individual and a corporation more than 80 percent In
value of the outstanding stock of which is owned by such individual,
his spouse, and his minor children and minor grandchildren;
any gain recognized to the transferor from the sale or exchange of such property
shall be considered as gain from the sale or exchange of property which is neither
a capital asset nor property described in 1231.
(b) This section shall apply only in the case of a sale or exchange by a trang.feror of property which in the hands of the transferee is property of a character
which is subject to the allowance for depreciation provided in section 167
See also Treas. Reg. § 1.1239-1.
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even if the transfer is not to such a "related taxpayer' In general, the effect
of these provisions is to treat the gain on the sale as ordinary income (and not
capital gain) to the extent of certain allowable depreciation deductions"2 on the
property.
Loss deduction will be disallowed where the sale is to a corporation of
63
which the transferor owns more than 50% in value of the outstanding stock.
Constructive ownership rules mean that stock owned by the individual's brothers
and sisters (by the whole or half blood), spouse, ancestors and lineal descendants will be considered owned by him in determining whether he meets the
stock ownership requirement.0
Also, if non-depreciable property, e.g., land or good will, is transferred,
the corporation will obviously not get any benefit by way of depreciation allowance, even though the transferor must pay a tax on the gain.
Finally, even if the transaction is not made undesirable for any of the,
above reasons, it may still prove disadvantageous, if made to secure a stepped-up
depreciation basis, because the entire gain is immediately taxable to the transferor, while the depreciation allowance benefit to the corporation must be
spread out over a period of years.
If it is decided to make the transfer taxable, care must be taken to make
sure that the requirements of section 351 are not met, since unlike some other sections of the Code this section is not elective, i.e., if its conditions are met the
statutory treatment will automatically apply. One of the ways of insuring that
section 351 does not apply is to make sure that its control requirements are
not met, 5 This too may not be easy, and may well result in costly ligitation. 66
Assuring that over 20% of the stock is issued in exchange for services, which
should be successful under tax law, may result in problems under corporation
67
law.
Thus, for most small businesses section 351 will prove the most satisfactory
tax mode for setting up their incorporated business not only because its tax
consequences will ordinarily be desirable, but because of the unfavorable consequences and dangers of the alternative procedure.

III. AcQUISITIoN OF A BUsnqEss PRESENTLY RUN IN THE CowRPOATE FORM
A. Possibilities Under the Corporation Law
1. Liquidation of the corporation, distribution of its assets to its shareholders, and sale by them as individuals.
62. With regard to IRC § 1245 property, depreciation since Dec. 31, 1961, IRC
§ 1245 (a) (2) (A) is recaptured as to other than escalators or elevators, and since June 30,
1963 as to them, IRC §§ 1245(a)(2)(B), (a)(3)(C). With regard to & 1250 property,
"additional depreciation" since Dec. 31, 1963, will, according to formulas set forth in the
section, be taken into account. IRC §§ 1250(b) (1), (3).
63. IRC § 267(a)(1), (b)(2).
64. IRC § 267(c).
65. See Treas. Reg. § 1,351-1, Example 2.
66. See D. Herwitz, supra ilote 48, at 86-96.
67. As to limitations on issuance of shares for services, see text at supra notes 16-18.
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2. Sale of assets by the corporation, and distribution of the proceeds, e.g.,
cash and notes, to the shareholders of the selling corporation."8
3. Sale of all stock by shareholders of the old business to the new owners.
B. CorporationLaw Provisions as to Each of the Methods
1. Liquidation. BCL section 1001 authorizes dissolution of a corporation
(unless there is some special dissolution provision in the certificate of incorporation pursuant to section 1002) by vote of the holders of two-thirds of the
outstanding shares entitled to vote thereon. (Unanimous written consent may
substitute for a meeting, as provided for in section 615(a)).
A certificate of dissolution, with the consent of the state tax commission
to the dissolution attached, must be filed with the Department of State pursuant to sections 1003, 1004.09 After dissolution the corporation proceeds to
wind up its affairs pursuant to sections 1005 and 10 0 7 .70
68. The selling corporation may be dissolved, and wound up, or kept alive for intended
or possible re-use.
69. As to form for the certificate of dissolution, see BCL § 1003. As to who must sign,
see BCL § 104(d). Note that a verification or affirmation is required.
70. These sections respectively provide:
§ 1005. Procedure after dissolution.
(a) After dissolution:
(1) The corporation shall carry on no business except for the purpose of
winding up its affairs.
(2) The corporation shall proceed to wind up its affairs, with power to
fulfill or discharge its contracts, collect its assets, sell its assets for cash at public
or private sale, discharge or pay its liabilities, and do all other acts appropriate
to liquidate its business.
(3) After paying or adequately providing for the payment of its liabilities:
(A) The corporation, if authorized at a meeting of shareholders by
a vote of the holders of a majority of all outstanding shares entitled to vote thereon
may sell its remaining assets, or any part thereof, for shares, bonds or other
securities or partly for cash and partly for shares, bonds or other securities, and
distribute the same among the shareholders according to their respective rights. In
the case of a sale under this subparagraph where the consideration is in whole or
in part other than cash, any shareholder, entitled to vote thereon, who does not
vote for or consent in writing to such sale, shall, subject to and by complying with
the provisions of section 623 (Procedure to enforce shareholder's right to receive
payment for shares), have the right to receive payment for his shares. Section 909
(Sale, lease, exchange or other disposition of assets) is not applicable to a sale of
assets under this paragraph.
(B) The corporation, whether or not it has made a sale under subparagraph (A), may distribute any remaining assets, in cash or in kind or partly
each, among its shareholders according to their respective rights.
(b) When there are no shareholders, upon dissolution all subscriptions for
shares shall be cancelled and all obligations of the corporation to issue shares or of
the subscribers to pay their subscriptions shall terminate, except for such payments
as may be required to enable the corporation to pay its liabilities.
(c) Upon winding up of the affairs of the corporation, any assets distributable
to a creditor or shareholder who is unknown or cannot be found, or who is under
disability and for whom there is no legal representative, shall be paid to the state
comptroller as abandoned property within six months from the date fixed for
the payment of the final liquidating distribution, and be subject to the provisions
of the abandoned property law.
§ 1007. Notice to creditors; filing or barring claims.
(a) At any time after dissolution, the corporation may give a notice requiring
all creditors and claimants, including any with unliquidated or contingent claims
and any with whom the corporation has unfulfilled contracts, to present their
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The shareholders then sell the assets as individuals. It will be wise for
the purchasers to require the sellers to comply with the Bulk Sales provisions
of the Uniform Commercial Code [hereinafter cited UCC] Y.
2. Sale of Assets. Section 909 of the BCL sets forth the procedure to be
followed for a sale of all or substantially all of the assets of a New York corporation:
(a) The board authorizes the proposed sale, and directs its submission to
a vote of shareholders.
(b) Notice of the meeting of shareholders is to be given to all shareholders
of record, whether or not entitled to vote.
(c) The shareholders entitled to vote thereon approve the sale at a meeting. A two-thirds vote of all the outstanding shares is required. (Unanimous
claims in writing and in detail at a specified place and by a specified day, which shall
not be less than six months after the first publication of such notice. Such notice
shall be published at least once a week for two successive weeks in a newspaper
of general circulation in the county in which the office of the corporation was
located at the date of dissolution. On or before the date of the first publication of
such notice, the corporation shall mail a copy thereof, postage prepaid and addressed to his last known address, to each person believed to be a creditor of or
claimant against the corporation whose name and address are known to or can
with due diligence be ascertained by the corporation. The giving of such notice
shall not constitute a recognition that any person is a proper creditor or claimant,
and shall not revive or make valid, or operate as a recognition of the validity
of, or a waiver of any defense or counterclaim in respect of any claim against the
corporation, its assets, directors, officers or shareholders, which has been barred by
any statute of limitations or become invalid by any cause, or in respect of which
the corporation, its directors, officers or shareholders, has any defense or counterclaim.
(b) Any claims which shall have been filed as provided in such notice and
which shall be disputed by the corporation may be submitted for determination
to the supreme court under section 1008 (jurisdiction of supreme court to supervise dissolution and liquidation). A claim filed by the trustee or paying agent for
the holders of bonds or coupons shall have the same effect as if filed by the holder
of any such bond or coupon. Any person whose claim is, at the date of the first
publication of such notice, barred by any statute of limitations is not a creditor
or claimant entitled to any notice under this section or section 1008. The claim
of any such person and all other claims which are not timely filed as provided in
such notice except claims which are the subject of litigation on the date of the
first publication of such notice, and all claims which are so filed but are disallowed by the court under section 1008, shall be forever barred as against the
corporation, its assets, directors, officers and shareholders, except to such extent,
if any, as the court may allow them against any remaining assets of the corporation in the case of a creditor who shows satisfactory reason for his failure to file
his claim as so provided. If the court requires a further notice under section 1008,
any reference to a notice in this section shall, to the extent that the court so
orders, mean such further notice, except that a claim which has been filed in
accordance with a notice under this section need not be refiled under such further
notice.
(c) Notwithstanding this section and section 1008, tax claims and other claims
of this state and of the United States shall not be required to be filed under those
sections, and such claims shall not be barred because not so filed, and distribution
of the assets of the corporation, or any part thereof, may be deferred until determination of any such claims.
(d) Laborer's wages shall be preferred claims and entitled to payment before
any other creditors out of the assets of the corporation in excess of valid prior
liens or encumbrances.
71. See infra pp. 264-66.
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written consent can, of course, be used as a substitute for the meeting pursuant
to section 615(a)).
(d) The shareholders may fix the terms and conditions of the sale, and
the consideration to be received therefor which may consist in whole or in part
of cash or other property, real or personal, including shares, bonds or other
securities of any other corporation or corporations, foreign or domestic. Alternatively, the shareholders may authorize the board of directors to fix the terms.
(e) If the transaction includes the sale of the name of the old corporation
to a new corporation under the same name, the certificate of incorporation of
the new corporation must state:
(i) the name of the old corporation,
(ii) the date when its certificate of incorporation was filed, and
(iii) that the shareholders of such corporation have authorized the sale,
lease, exchange or other disposition of all or substantially all the assets of such
corporation, including its name, to the new corporation to be formed under the
same name as the existing corporation.
Also, within thirty days from the filing of the certificate of incorporation
of the new corporation, with the consent of the state tax commission attached,
72
the old corporation must change its name, or it will be automatically dissolved.
The Bulk Sales Provisions of the UCC must also be complied with in this
situation.
3. Sale of Stock. Shares of stock are securities within the meaning of
section 8-102 (a) (iv) of the UCC. As such, they are negotiable pursuant to UCC
section 8-105. Where properly transferred, the transfer will be registered by
the corporation under UCC section 8-401, and BCL section 508(d). This
transaction is perhaps the simplest from the seller's point of view, since it does
73
not require any winding up of the old corporation.
4
C. Tax Effects of the Various Methods7

1. Liquidation. On its face this procedure would seem the most attractive
from the tax viewpoint, since under IRC section 331 amounts received in complete liquidation of a corporation are treated as in full payment in exchange
72. Ordinarily, because of the good will attached, the purchasers vill desire to buy
the old corporation's name. Accordingly, the selling corporation will either have to change
its name or be dissolved. In most cases, tax considerations will make the latter course
desirable, and hence, the sellers will have to proceed to wind up.
73. See G. Seward, Basic Corporate Practice 106 (1966).
74. Generally, as to modes of acquiring businesses conducted in the corporate form,
and tax consequences, see 8 Z. Cavitch, Tax Factors in Purchase and Sale of a Corporate
Business, in Business Organizations §§ 173.01-03(2) (1963); How a Twelve-Month
Liquidation Avoids Double Tax on Sale of Assets of a Business, in id. §§ 174.01-11(2);
Taxable Sales of Stock of a Corporation in id. §§ 175.01-12(2). As to more complex modes,

see Non-Taxable Exchanges of Corporate Assets for Stock of Acquiring Corporation, in id.
§§ 176.01-04(4); Non-Taxable Exchanges of Controlling Stock Interests for Stock of Ac-

quiring Corporation,in id. §§ 178.01-07. See also Problems of Boot in Otherwise Tax-Free
Exchanges, in id. §§ 177.01-04(4). The earlier chapters contained in volume 8 are also
valuable, and cbs. 191, 192, 193, and 195 of volume 9 should also be consulted for a complete
picture.
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for the shareholder's stock, i.e., a capital gains tax based on the difference between the basis of the stock and the value of the property is all that is paid.
If the property is then sold to the buyers of the business, no additional tax
will ordinarily be incurred by the sellers as individuals, since the sale price will
be at the value on which the initial tax was based.
Such a procedure would allow the shareholders to get capital gains rates
even on property, the sale of which would ordinarily be taxed at ordinary income rates, e.g., inventory.
No gain or loss is recognized to the corporation under IRC section 336.
There are, however, exceptions: gain or loss on distribution of installment
obligations under IRC section 336, and gaii to the extent of recapture of depreciation on depreciable personal (under IRC section 1245) and real property
(under IRC section 1250) 75 will be recognized on the corporate level.78
There are also Certain dangers in this method, however, since, although the
Regulations provide for the desired capital gains treatment on such a complete
liquidation in Regulation § 1.331-1(b), they continue with a rather vague
warning that the treatment may sometimes be denied pursuant to Regulation

§ 1.531-1(c).
A liquidation which is followed by a transfer to another corporation of all or part of the assets of the liquidating corporation or which
is preceded by such a transfer may, however, have the effect of the
distribution of a dividend or of a transaction in which no loss is recognized and gain is recognized only to the extent of "other property."
The Regulations also caution of a very specific danger, and a trap that is
easy to fall into. Regulation § 1.311-1 (a) states: "However, the proceeds of the
sale of property in form made by a shareholder receiving such property in kind
from the corporation may be imputed to the corporation if, in fact, the corporation made the sale."
If the sale of assets by the shareholders is treated as a sale by the corporation) and the corporation has been profitable, the result will be double taxation,
once on the selling shareholders' level, and, again, through a deficiency assessment, against their corporation. Manifestly, this would be undesirable.
See also How to Avoid Double Tax on Sale of Corporate Property in 2 P-H Tax
Ideas f 24030.0-8; Index Vol. CCH I[If 242.09, 242.11, 243.03; G. Seward, Basic Corporate
Practice 104-114, Forms 16, 17 (1966); R. McDonald, Corporations and Corporate Distributions 78-82 (IRC § 333), 82-93 (IRC § 337) (1962); 2 RIA ff F-4000-F-4626; Casey,
Forms of Business Agreements With Tax Ideas, ffff 2801-51 (2d ed. 1965). Generally, as to sales of businesses, see A. Choka, Buying, Selling, and Merging
Businesses (2d ed. 1965).
75. In general, IRC § 1245 requires that where personal property subject to depreciation allowance (see Treas. Reg. § 1.1245-3) is transferred, the amounts previously allowable
as depreciation expense must he-added to the basis, any gain on the transaction be determined
on this "recomputed basis," and taxed at ordinary income rates. See Treas. Reg. §§ 1.1245-1,
1.1245-2. The gain will be recognized despite sections 311(a), 331 and 337. See IRC
§ 1245(d); Treas. Reg. § 1.1245-6(b). IRC § 1250 provides an analogous but more limited
similar treatment to depreciable real property on which accelerated depreciation has been
taken. No final regulations as to IRC § 1250 have yet been promulgated. But see Proposed
Treas. Regs. 9§ 1.1250-1-1.1250-5, in 5 CCH 1111
4774A-E, 76. 2 RIA ff F-4402.
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Obviously, if this method is to be used, care should be taken that the
corporation does not appear as a party to the contract or even the negotiations
77
for the sale of its assets.
Section 333 of the Code would seem to provide a means for making a sale
of assets without this danger. This section provides for a liquidation with partial
non-recognition of gain to the shareholders receiving the distributed assets. As
Regulation § 1.333-1 (a) provides:
The effect of such section is in general to postpone the recognition of that portion of a qualified electing shareholder's gain on the
liquidation which would otherwise be recognized and which is attributable to appreciation in the value of certain corporate assets unrealized
by the corporation at the time such assets are distributed in complete
liquidation.
The effect of the election is to tax the individual shareholder recipient, as
dividend (ordinary) income, any gain on the liquidation to the extent of his
ratable share of the corporation's accumulated earnings and profits, and, as
capital gains the remainder to the extent that it consists of money, or stock or
securities acquired by the corporation after December 31, 1953. Gain on other
assets is not recognized.
Obviously, the section is only of use where the corporation has little or.no
earnings or profits. 78
In a later sale by all of the shareholders of the distributed assets, capital
gains treatment is available, even for inventory items, in the typical sale of
business case.
Written consent (Form 964) must be given by shareholders owning at least
eighty percent of the total combined voting power of all classes of stock entitled
to vote on liquidation, i.e., dissolution, within thirty days after adoption of the
plan under IRC section 333(c), and Regulation § 1.333-3.
The distribution of assets must be in complete redemption of all the stock,
and the transfer of all of the property must take place within some one calendar
month, and begin after the adoption of the plan. 70
This procedure at least has the advantage of avoiding the uncertainty under
the previous method.
Section 337 of the Code, discussed below, was designed to make use of the
sale-of-assets-by-the-shareholders method unnecessary as a means of selling an
incorporated business to new owners, by providing a relatively simple substitute,
with definite tax consequences, which could be used instead. Because of the
dangers in a sale after a section 331 liquidation, and the only partial non77. 2 RIA Iff F-4403-F-4407; 2 CCH 1111
2401-03; R. Knapp & M. Semmel, Forms of
Business Organization and the Federal Tax Laws 111 (1962). As to returns required, see
IRC §§ 6041, 6043; 2 RIA ff F-4412.
78. It should be noted also that profits on accounts receivable are also taxable as
ordinary income. 2 CCH f1 2427.01.
79. See Treas. Reg. § 1.333-1. The benefits of the section are not available to collapsible
corporations. See IRC § 333(a).
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recognition afforded by section 333, it accordingly would not seem worthwhile
to attempt this method, except perhaps where the purchasers are unable to raise
enough money to pay the sale price in cash, and must give installment obligations in part payment. Where these represent a significant part of the price to be
paid, a sale of assets after dissolution may have a significant tax advantage,
since section 453, if the other requirements of that section are met, allows the
individuals to report the proceeds of the installment sale as received, a treatment not available to them under section 337.80
2. Sale of Assets. Section 337 allows the sellers to use the sale of assets
by the corporation method while at the same time avoiding taxation on the
corporate level, where the requirements of the section are complied with.81
The section provides for non-recognition of gain or loss to the corporation
from the sale or exchange of its property if (1) the corporation adopts a plan
of complete liquidation, and (2) all of its assets, except those, reasonable in
amount, specifically set apart for the payment of claims (which may, however,
include "unascertained or contingent liabilities or expenses" under Regulation
§ 1.336-1), are distributed to its shareholders within the 12 month period beginning on the date of adoption of the plan, and (3) the sale of assets does not
take place before the day on which the plan is adopted.8 2 The sale may take
place earlier that same day, under Regulation § 1.337-1. Not only negotiations,
but even an executory contract of sale may be entered into before the day of
adoption of the plan. Ordinarily, so long as neither title nor possession has
passed and the obligation of both sides is conditional the sale of assets will not
be considered to have occurred, under Regulation § 1.337-2 (a).
There are exceptions, however, to the rule of non-recognition on the corporate level. Thus, gain or loss will be realized and recognized by the corporation
on sales of certain depreciable personal or real property (section 1245 property,
and section 1250 property) and certain mining property sold by it,83 and on
installment obligations acquired for property sold prior to the date of adoption
of the plan of liquidation. Accordingly, all property which is part of the business sold, and which is to be sold on credit, should be sold to the purchasers of
the new business on the same day as the plan of liquidation is adopted.8 4
Gain or loss will also be recognized on the sale or exchange of stock in
trade or other property properly includable in inventory, under IRC section
337(b) (1) (A), and installment obligations for such property, under IRC section
337(b) (1) (B). However, if substantially all the stock in trade and inventory
items are sold to one person as can be arranged in a sale of business, e.g., by
direct sale to the new corporation, non-recognition will be granted to the selling
80. 2 RIA ff F-4515.
81. See 2 RIA 1111
F-4500-F-4525.
82. As to possible liberality in the case of close corporations, see 2 RIA II F-4503,
Recent Developments.
83. See also 8 Z. Cavitch, Business Organizations § 174.06 (1963).
84. See 3 CCH 7"2878.016. See also 2 RIA f7 F-4520-F-4525.
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corporation, under IRC section 337 (b) (2).85 In that case, even installment obligations for such items will qualify for non-recognition. (2 CCH Standard Federal
Tax Reports. If 2475.01).
Thus, in a sale of all assets to a new corporation there will often be little
or no gain or loss recognized to the corporate seller, and the shareholders of the
selling corporation will be given capital gains treatment on the transaction when
the proceeds of the sale are distributed to them pursuant to the plan.
However, it should be noted, that, when the proceeds are distributed, installment obligations will be valued at their fair market value. Thus, if the total of
the cash and other property plus the fair market value of such obligations exceeds
the basis of the shareholders' stock, in exchange for which the distribution is
made, a tax will be immediately payable by the shareholder.8" Since he will not
have the immediate use of the money, despite the taxability, it may be desirable
from the sellers' point of view to force the purchasers to seek outside credit
so that the purchase price can be paid completely in cash. Of course, the anxiousness of thd sellers for the sale will be a factor in determining whether they should
make the sale contingent upon such a cash payment. It should be noted that
this problem of receipt of installment obligations for the purchase price of the
business does not arise if method " 1 " can be used, and if the installment obligations meet the requirements of section 4 5 3 .87 Tax on the income will, if that
section is complied with, be paid when the payments are received. 88
3. Sale of Stock. Sales of stock by the shareholder will ordinarily result
in capital gain or loss to the seller under IRC section 1221. Accordingly, this is a
desirable means of disposing of the business for the sellers.
There is a practical non-tax disadvantage to the purchasers of the business
under this form of takeover. It is, of course, the possibility of inheriting unanticipated liabilities from the former owners. This danger can be partially
alleviated by an indemnification agreement on the part of the sellers of the stock.
The value of such an agreement is, of course, directly proportional to the accessibility of the former owners and their financial condition. Of course, if they are
85. See also 2 CCH 1111
2442.01, 2477.01.
86. As to treatment of amounts later collected on such installment obligations, see 3
CCH ff 2878.016.

87. Treas. Reg. § 1.453-1(c) provides:
Limitations on the wese of the installment method.

(1) Income from the sale or other disposition of real property or from casual sales
or other casual dispositions of personal property may be reported on the installment
method for taxable years beginning after December 31, 1953, only if, in the
taxable year of the sale or other disposition, (i) there are no payments or (ii) the
payments (exclusive of evidences of indebtedness of the purchaser) do not exceed
30 percent of the selling price.

(2) The income from a casual sale or other casual disposition of personal property
may be reported on the installment method only if (i) the property is not of a
kind which would properly be included in the inventory of the taxpayer if on hand
at the close of the taxable year, and (ii) its sale price exceeds $1,000.
88. Of course, a taxable sale by the corporation is possible. Such a transaction may
be advisable wherei e.g., the assets are sold at a loss, or where it is desired to reinvest
the proceeds of the business in a new type of activity.
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willing to "go along," a portion of the purchase price can be held in escrow to
provide for such contingent liabilities.
There would not ordinarily seem to be tax disadvantages to the purchasers
in taking the stock as the means of acquiring the assets of the seller's business.
Should a step-up in basis of the assets to the basis of the stock purchased be
desired, it can be accomplished by complying with section 334.
Under section 334(b) (2), if property is received by a corporation in a
distribution in complete liquidation of another corporation and is pursuant to a
plan of liquidation adopted not more than two years after the parent corporation
acquired by purchase, within a period of not more than 12 months, stock of the
distributing corporation possessing at least 80%o of the total combined voting
power of all classes of stock entitled to vote, and at least 80% of the total number of shares of all other classes of stock (except non-voting stock which is
limited and preferred as to dividends), the basis of the property in the hands of
the distributee corporation will be the adjusted basis of the stock.
Thus, by forming a new corporation to acquire the stock of the selling
corporation, and liquidating the old corporation within two years after the stock
purchase, the new owners can step-up the basis of the assets acquired to what
they actually cost them in terms of the price they paid for the stock of the
purchased business.
The purchase of stock route may not be desirable, from the purchasers'
point of view, where the acquired corporation has a large surplus consisting of
cash or liquid investments. This is so because the sellers will naturally expect
to be paid an additional amount for their stock equal to the amount of such
cash or well-nigh cash assets, while their later distribution to the new shareholders will be taxed at dividend (ordinary income) rates.89
The purchasers' insistence on a sale of assets instead in this situation should
not prove overly disadvantageous to the sellers if careful tax planning accompanies utilization of either of the two methods of transfer previously discussed.90
89. 2 RIA ff F-4409. The sale of stock route may prove feasible even in such a
situation if accompanied by utilization of additional techniques. Thus, the following method
has been suggested: the purchasers form a new corporation which purchases all the stock
from the shareholders of the old corporation. The new corporation borrows money to pay
the purchase price. Later, the old corporation is liquidated or merged into the new one,
and the business profits of the old corporation pay off the purchase price loans, presumably
without dividend consequences to the shareholders of the new corporation. Another technique
suggested (see I Prentice-Hall Tax Ideas ff 15,019.7) is to have the shareholders of the old
corporation retain a number of shares equivalent in value to the corporation's earnings and
profits, selling only the balance of their shares to the new individual owners. The retained
shares are then redeemed by the corporation, completely terminating the old shareholders'
interest, and thus ridding the purchasers of the unwanted cash and at the same time
assuring the sellers of the capital gains treatment they would have received from a sale
of the shares to the purchasers. (See IRC § 302.)
Expert tax guidance should, of course, be secured, and a Treasury ruling procured in
each case, where possible, because of the heavy tax liability that may result, should anything
"go wrong." (Note, however, the unavailability of Treasury Rulings in many instances.
(Rev. Proc. 64-31, 1964-2 Cum. Bull. 947).)
90. See Index Vol. CCH f1 243.03. Of course, other more complicated transactions are
possible, e.g., merger, or consolidation, or sale of assets by one corporation in exchange for
stock in the purchasing corporation. See IRC § 368. Since these are not too common with
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IV.

AcQuISITION OF A BUSINESS PRESENTLY RUN AS A PARTNERSHIP

A. Possibilitiesunder PartnershipLaws
1. Liquidation of the partnership, distribution of its assets to the partners,
and sale by them as individuals.
2. Sale of assets by the partnership, and distribution of the proceeds to
the partners.
3. Sale of their partnership interests by all of the partners to the new
owners.
B. PartnershipLaw Provisions as to the Various Methods
1. Liquidation. A partnership may, of course, be dissolved by the express
will of all of the partners. 91 Once dissolution has occurred, the partners are
entitled, after the partnership liabilities have been discharged, to have the surplus owing to them from the partnership assets paid to them in cash, unless
otherwise agreed. 92 Thus, they may agree to a distribution in kind.
The former partners may then convey the assets as individuals to the new
owners, or a corporation set up by them.
2. Sale of Assets. All property originally brought into the partnership
stock or subsequently acquired on account of the partnership is partnership
property. 3 The entire partnership property can, of course, be sold with the concurrence of all of the partners.9 4 Even if such a sale does not itself work dissolution,95 a voluntary dissolution as under "1" is of course, possible. 0
I However here the assets distributed to the partners will consist of the
proceeds of the sale to the new owners.
3. Sale of PartnershipInterests. Section 53 (1) of the Partnership Law provides that a conveyance by a partner of his interest in the partnership does not
of itself dissolve the partnership. This assumes the power to assign such interest.
The Bulk Sales provisions of the Uniform Commercial Code should always
be kept in mind. 97 They will clearly apply as to a sale of assets under methods
"1" or "2". Also, since method "3" may result in dissolution of the partnership s
it would seem wise to comply with these Bulk Sales provisions here, too, where a
sale of the assets would be within the scope of these provisions.
close corporations (except where a close corporation is being acquired by a larger already
existing corporation), they are not discussed here. They should, however, be considered by the
practitioner, in consultation with tax counsel, where possibly appropriate.
91. N.Y. Partnership Law § 62 (1) (c).
92. Id.§ 69(1).

93. Id.§ 12(1).

94. Id.§§ 12(3), 51(b). See also id.§ 21.
95. See id. § 60 which provides:
The dissolution of a partnership is the change in the relation of the partners
caused by any partner ceasing to be associated in the carrying on as distinguished
from the winding up of the business. (Emphasis added.)

96. Id. § 62(1)(c).

97. See infra pp. 264-66.

98. See supra note 95; see also Flexer Theatres of Miss. v. United States, 224 F.2d

445 (6th Cir. 1955), holding sale of their interests by two partners to their two co-partners
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C. Tax Effects of the Various Methods
1. Liquidation. Where a partnership dissolves and distributes its assets to

the partners, no gain or loss is recognized to it. 9 No gain is recognized to the
partner except to the extent that he receives cash in excess of the adjusted basis

of his partnership interest.10 0 Loss will not be recognized unless the only assets

distributed are cash, unrealized receivables and inventory, and even then, only to

the extent that his basis exceeds the cash, unrealized receivables and inventory

distributed to him.' 0 ' Where recognized, the gain or loss receives capital gain
02

or loss treatment.
The basis of the property (other than money) will be the basis of the partner's interest in the partnership, reduced by any money distributed. 1 3 It must
first be allocated to unrealized receivables and inventory items in an amount
equal to their basis to the partnership. 10 4 The remainder is allocated to other
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property distributed.

When the property is later sold the profit on unrealized receivables and

inventory items will be treated as ordinary income.' 0 6 For this purpose, "unreal07
ized receivables" includes sections 1245 and 1250 property.

2. Sale of Assets. A partnership is not a taxable entity.108 Instead each
caused a dissolution under Uniform Parnership Act § 29, identical to New York Partnership

Law § 60.

99. IRC § 731(b) provides:
(b) No gain or loss shall be recognized to a partnership on a distribution to
a partner of property, including money. There are, as usual, exceptions. IRC
§ 731(c).
100. Id. § 731(a) (1) provides:
(a) In the case of a distribution by a partnership to a partner(1) gain shall not be recognized to such partner, except to the extent that
any money distributed exceeds the adjusted basis of such partner's interest in the
partnership immediately before the distribution ...
101. Id. § 731(a)(2) provides:
(a) In the case of a distribution by a partnership to a partner(2) loss shall not be recognized to such partner, except that upon a distribution in liquidation of a partner's interest in a partnership where no property
other than that described in subparagraph (A) or (B) is distributed to such
partner, loss shall be recognized to the extent of the excess of the adjusted basis
of such partner's interest in the partnership over the sum of(A) any money distributed, and
(B) the basis to the distributee, as determined under section 732, of
any unrealized receivables (as defined in section 751(c)) and inventory (as
defined in section 751(d)(2)).
Special rules apply in the case of payments to a retiring or deceased partner. Id. § 731(c).
Inventory is broadly defined under section 751(d) (2). It will be noted that section 731(a) (2)
incorporates by reference the definition in section 751(d)(2).
102. Id. § 731(a). See generally 1 RIA ff B-1300 etseq.
103. Id. § 732(b); 1 RIA fI B-1304.
104. ld. § 732(c)(1).
105. Id. § 732(c)(2); RIA ff B-1305.
106. Id. §§ 735(a)(1), (2).
107. Index Vol. CCH f1 242.08, 4 CCH 3982.03.
108. IRC § 701. It should be noted that IRC § 1361 (Subchapter R) which allowed
certain partnerships to elect to be taxed as corporations has been repealed by P.L. 89-389,
80 Stat. 111 (1966). By the terms of the repealer even present elections end January 1,
1969.
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partner takes for his individual income tax purposes his proportional share,
according to his partnership interest, of the partnership's income,109 which is
passed to him with the same characteristics it had to the partnership. 110 Therefore, the tax effects of a sale by the partnership should ordinarily be the same as
if the partners had individually sold the partnership assets after distribution in
liquidation.
Section 731 offering capital gains treatment may again come into play when
the money proceeds are distributed to the partners.
3. Sale of PartnershipInterests. If instead of selling the assets the partners
sell their partnership interests to the new owners' section 741111 provides that
each of the selling partners is to receive capital gains (or loss) treatment measured on the difference between the amount realized and the adjusted basis of
the partnership interest, except to the extent that section 751 requires ordinary
income or loss treatment.
The latter section provides for such treatment as to unrealized receivables, 112 as under the other methods discussed, but as to inventory items, only
as to those which have "appreciated substantially in value."''1
Inventory items have "appreciated substantially in value" when the fair
market value of the aggregate of such items exceeds 120%o of their adjusted basis
to the partnership and exceeds 10%o of the fair market value of all partnership
property other than money. 114
Where the inventory items have not substantially appreciated in value,
the general rule as to capital gains/loss treatment will apply to them as well. 115
Therefore, the selling partners will have a distinct tax advantage from this
mode of transfer over either sale of assets method where this substantial appreciation has not occurred.
The basis of the acquired partnership interest to the new owner will be its
cost.1 16 However, in order to determine the gain or loss on their subsequent resale, an allocation of this basis to the assets acquired will be necessary.
For Federal income tax purposes a partnership terminates when 50% or
more of the total interest in the partnership capital and profits is sold or ex117
changed within a period of 12 consecutive months.
109. Id. §§ 702(c), 704.

110. Id. §§ 702(a), (b). See 1 RIA I B-1313.1.
111. See also Treas. Reg. § 1.741-1(b) which provides that this section applies to a
situation where all of the members of the partnership sell their interests to one or more
outsiders. See P-H Federal Taxes fI 28,774.
112. Again including gain on section 1245 and section 1250 property. See 4 CCH
II 3982.03.

113. IRC § 751(a)(2).
114. Id. § 751(d), Treas. Reg. § 1.751-1(d)(1).
115. Index Vol. CCH ff 242.08. IRC § 741, offering capital gains treatment on the sale of
partnership interests, also applies to a sale of their interests by all of the partners to outsiders.
Treas. Reg. § 1.741(b).
116. IRC § 742. Id. § 362 (a) (1) provides that the basis to a corporation of property
transferred in a section 351 organization "shall be the same as it would be in the hands of
the transferor increased in the amount of gain recognized to the transferor on such transfer."
117. Id. § 708(b)(1)(B); 1 RIA ff B-1208.1. See also Flexer Theatres of Miss. V.
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The Regulations prescribe the consequences:
(iv) If a partnership is terminated by a sale or exchange of an
interest, the following is deemed to occur: The partnership distributes
its properties to the purchaser and the other remaining partners in
proportion to their respective interests in the partnership properties;
and, immediately thereafter, the purchaser and the other remaining
partners contribute the properties to a new partnership, either for the
continuation of the business or for its dissolution and winding up. In
the latter case, the new partnership terminates in accordance with
subdivision (i) of this subparagraph. See sections 731 and 732 and
§§ 1.731-1 and 1.732-1. For election of basis adjustments by the purchaser and other remaining partners, see sections 732 (d) and 743 (b)
and paragraph (d) of § 1.732-1 and paragraph (b) of § 1.743-1.118
Although neither the Code nor the Regulations are very clear, and the tax
authorities indicate doubts on the exact meaning of the law as applied to the
problem, 119 it would appear that the intention of the law, even where all of the
partnership interests are conveyed, is to allow an adjustment of the bases of
the various partnership assets to reflect the purchase price of the partnership
interests sold.
Section 743 (b) provides that on the transfer of a partnership interest, a
partnership to which the election provided for in section 754 is in effect shall
increase (or decrease) the adjusted basis of the partnership property by the difference between the basis to the transferee partner of his interest in the partnership and his proportionate share of the adjusted basis of the partnership property.
Although section 754 presupposes a partnership election, section 732 (d)
extends the privilege of electing to a purchaser of the partnership interest under
20
certain circumstances.
Under section 732(d) transferees of partnership interests
to whom a distribution of property (other than money) is made with
respect to the transferred interest within 2 years after such transfer,
may elect

. . .

to treat as the adjusted partnership basis

. . .

the ad-

justed basis such property would have if the adjustment provided in
section 743 (b) were in effect...
Where the purchase price for the business exceeds the basis of the assets
acquired, as is ordinarily the case, the new owners will obviously desire such a
step-up in basis for the assets, since the corporation will take such assets at the
United States, 224 F.2d 445 (6th Cir. 1955) decided under the old 1939 Code. There
had been a sale of partnership interests by two partners to two other members of the
partnership. On the same date a corporation was formed by the purchasing partners to
take over the partnership assets in exchange for stock. The court held that there had been
a dissolution of the partnership prior to the transfer to the corporation, and accordingly, the
transferred assets acquired a new stepped-up basis for depreciation in the hands of the
corporation, rather than the basis they had in the hands of the partnership.
118. Treas. Reg. § 1.708-1(b) (iv).
119. See 2 J. Rabkin & M. Johnson, Federal Income, Gift and Estate Taxation
§ 16.12(3).
120. Treas. Reg. § 1.743-1(d) (2). As to circumstances under which an "election", will
be required, see Treas. Reg. § 1.732-1(d) (4).
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transferors' basis 121 in the ordinary tax free incorporation, 12 2 and thus will want
such an increased basis, such as they would get from a straight purchase of assets, in order to diminish taxable income on later sales of the stock in trade of
the business and through higher depreciation allowance on property used in the
conduct of the business.
However, the basis adjustment provided for in section 743(b) must be
allocated to the partnership assets as provided in section 755.123 The new owners,
then, will have to allocate the purchase price of the partnership interests among
the partnership assets thus acquired through purchase of the partnership interests. In making the allocation, the Regulations require that the partnership
assets be divided into two categories: (1) capital assets and section 1231(b)
assets (depreciable property used in the trade or business); and (2) any other
property of the partnership. 24 The adjustment in basis (excess of the transferee's basis for his partnership interest over his share of the adjusted basis to
the partnership of all partnership property) 12r must first be divided between the
two classes of property. 26 Then, the portion of the increase (or decrease) allocated to each class must be further allocated to the bases of the properties within
the class in a manner "which will reduce the difference between the fair market
value and the adjusted basis of partnership properties." 127 If there is an increase
in basis to be allocated to partnership assets, it must be allocated only to assets
whose values exceed their bases and in proportion to the difference between the
value and basis of each. 28 This "requires that a portion of such adjustment be
allocated to partnership good will, to the extent that good will exists and is
reflected in ... the price at which the partnership interest is sold ....
,120
The general effect, then, will often be to allocate the purchase price to those
items which will give the least tax benefit to the new owners.'1 0 Thus, a high
valuation on good will is undesirable to purchasers since this item is not depreciable. An allocation to section 1231 assets is less unfavorable, since many of these
will be subject to a depreciation deduction, or amortization. 131 The assets least
likely to receive a stepped-up basis, inventory and receivables, are those which
would give the greatest benefit, for tax purposes, to the new owners.
Accordingly, if the Treasury Department insists upon such allocation,
this mode of transfer will ordinarily be less desirable from a tax point
of view to purchasers than a straight sale of assets in which an arm's length
bargain can be reached as to the value to be placed on each item to be
121.
122.
123.
124.
125.
126.
127.
128.

IRC § 362.
IRC § 351.
Treas. Reg. § 1.743-1(c).
Id. § 1.755-1(b).
Id. § 1.743-1(b).
Id. § 1.755-1(a) (1) (i).
Id.
Id. § 1.755-1(a) (1) (ii). As to a decrease in basis, see id. § 1.755-1(a) (ill).

129. Id. § 1.755-1(a) (iv).
130. See P-H1 Federal Taxes fIff 28,856-59.
131. Some, e.g., land used in the business, are not. See P-H Federal Taxes 9 15,051.
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transferred-a valuation which may well be upheld.15 2 It also is manifestly more
complicated, and exposes the new owners to personal liability during the preincorporation period not only for obligations which they incur, but also for the
debts of the old business.
In most instances, therefore, the mode of acquisition of a business presently
conducted in the partnership form will be basically similar to that where a sole
proprietor is being bought out, i.e., a straight purchase of assets.
It has been held that a sale of partnership interests, with favorable capital
gains treatment to the selling partners, can take place even though the agreement
to sell only refers to specific partnership assets, rather than partnership interests
where the business sold is coextensive with the partnership, the purchaser is to
take it over, and the partnership ceases all business activity and has no further
38
income after the closing.'
132. See P-H Federal Taxes fff 31,045, 31,049, 31,214.
Van Slyck, Income Tax Aspects of the Sale of a Business, 7 Ariz. L. Rev. 182, 194-95
(1966) discusses the sale of partnership interests method as follows:
Where the partners desire to sell the entire partnership as a going business in
one transaction, they may (rather than making a bulk sale of partnership assets
and then liquidating, as discussed . . . above) do so by a simultaneous sale of
all partnership interests. Although there was a serious question under prior law
whether the Commissioner of Internal Revenue would recognize such a sale for
income tax purposes, the express provision of 1954 Code Section 741 that gain
or loss realized by a partner on the sale or exchange of an interest in a partnership
"shall be considered as gain or loss from the sale or exchange of a capital asset"
should now entitle the partners to sell their business in either manner, at their
election, and a clear-cut sale of partnership interests should be recognized as such.
In many instances, where gain on the sale is anticipated, the partners' tax
advantage will lie in electing to make a simultaneous sale of their respective
partnership interests, as such, thereby converting to long-term capital gain some
items which otherwise would constitute fully-taxable ordinary income under the
sale of assets alternative (e.g., gain on sale of inventory items not qualifying as
"substantially appreciated inventory" under Code Sec. 751.)
It would seem to be immaterial to the buyer which alternative is preferred by
the selling partners, as his basis in the purchased partnership properties will be
the total amount paid (plus obligations assumed, if any), in either event, and allocation of total consideration paid among the various assets effectively purchased should
be capable of adequate demonstration by the buyer (based upon the parties' negotiations, which should include valuation of the various partnership assets passing
to him), although the selling partners choose to characterize the transaction, on their
income tax returns, as simultaneous sales of their partnership interests rather than
as a sale of partnership assets.
It is submitted that careful buyers will probably not want to rely on their ability to
convince the IRS after the fact as to the proper basis allocation for the assets purchased,
but will, instead insist upon an explicit allocation in the sale agreement itself. Otherwise,
there is always the danger that the IRS will allocate the amount paid in a manner which
will be disadvantageous to the purchasers, e.g., a high portion to good will and a low
proportion to inventory. See infra pp. 262-64 for discussion on sale of sole proprietorship.
This allocation can be made, see e.g., Treas. Reg. § 1.167(a)-5 even if IRC § 755 does not
apply. See Walter Kunz, 21 TCM 1454 (1962), aff'd per curiam, 333 F.2d 556 (6th Cir.
1964). Further the buyers will probably want a covenant not to compete, on which a
separate valuation will be placed, for their tax advantage. See infra pp. 263-64. Accordingly,
an agreement providing merely for a sale of interests will probably be unsatisfactory from
their point of view.
133. Barran v. Commissioner, 334 F.2d 58 (Sth Cir. 1964). See generally 1 RIA
ff B-1504. See also Williams v. McGowan, 152 F.2d 570 (2d Cir. 1945); Hatch's Estate,
198 F.2d 26 (9th Cir. 1952); Dahlen, 24 T.C. 159 (1955); Nieman, 33 T.C. 411 (1959);
S. Hagendorf, Tax Guide for Buying and Selling a Business, 94, 95 (1967).
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Thus, if this rule is followed, it may be possible for the selling partners to
get the same favorable tax treatment by a sale of all partnership assets as they
would get by a sale of partnership interests, while at the same time giving the
purchasers the tax benefit of an allocation of stepped-up basis to items which
will be generally advantageous to them. 34
Perhaps the best arrangement is for the partners of the old partnership to
sell "all of their right, title and interest in the partnership together with all of
the partnership assets," setting forth in the agreement of sale an agreed purchase
price as to each category of assets sold.
Such a sale directly to the new corporation formed by the new owners would
seem feasible, and may be the simpler mode. However, in the absence of a binding option in the new owners, they will naturally not want to set up the new
corporation prior to acquiring the assets.' 35
This, of course, as in any straight sale of assets, raises the same allocation
problems as with a sale of the assets of a sole proprietorship, to be discussed
below, and will affect the ultimate tax treatment. 13 6
Again, however, because of the complexities of the tax law in this partnership area, no guarantee can be given of the mutually advantageous tax treatment
of such a combined sale of partnership interests and assets.'3
V. ACQUISITION OF BusINEss PRESENTLY CONDUCTED AS SOLE
PROPRIETORSHIP

A. Statutory Provisions
There are, of course, no special statutory provisions governing sale of a
sole proprietorship, except, of course, for the Bulk Sales provisions of the Uni38
form Commercial Code.'
Case Law and statutory provisions (e.g., Article 2 of the Uniform Commercial Code,' 39 as to contracts for the sale of goods) governing ordinary sales
of property also govern.
134. See also Flexer Theatres of Miss. v. United States, 224 F.2d 445 (6th Cir. 1955).
135. In Kaiser v. Glenn, 216 F.2d 551 (6th Cir. 1954), where the sale of partnership
interests was made directly to a corporation, and included all the assets, except two contracts
which the purchasers refused to accept, because they constituted liabilities, the court
held that the sellers were entitled to capital gains treatment, as opposed to the ordinary
income treatment which would have resulted from an assets sale.
136. See infra pp. 263-64.
137. Even without any agreed allocation of the purchase price among the various
assets which is advisable to protect the purchasers, a commutation of the consideration
for the assets making up the partnership interests has been ordered to hold the partnersellers liable to ordinary income treatment on a portion of the consideration received. See
United States v. Woolsey, 326 F.2d 287 (5th Cir. 1963), according such treatment to a
management contract, the principal asset transferred in the sale of partnership interests,
i.e., it was considered as an "unrealized receivable," a statutory exception under IRC
§ 751 (a) (1) to the capital gains treatment generally accorded by IRC § 741.
138. UCC Art. 6. See infra notes 146-55 and accompanying text.
139. This is the general sales article, including requirements for contracts for sale of
goods, statute of frauds, and warranties.
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B. Tax Consequences
For tax purposes, the sale of a sole proprietorship is treated as the sale of the
140
assets comprising the business.
Accordingly, gain on sale of inventory and stock in trade, accounts receivable and for a promise not to compete will be treated as ordinary income. Gain
on section 1231 assets (property used in the trade or business, e.g., machinery,
fixtures, purchased copyrights, and land used in the business) is accorded
capital gains treatment,141 as is gain on sale of patentsY2 Trademarks and trade
43
names, generally, franchises and good will are all capital assets.1
Hence, from the seller's point of view an allocation of as much of the purchase price to such items as good will and other capital items and to section 1231
assets is preferable. He will prefer that as little as possible be allocated to the
ordinary income items, since his real profit on these items after taxes, will be
less.
Conversely, the buyer will prefer to have the highest possible allocation to
those items which are in the ordinary income category for the seller, since this
will diminish his later gain on these items. (For example, the cost of the inventory
items, representing costs of goods sold, will be subtracted from the new owner's
later selling price to his own customers, in determining the taxable gain to the
new business. Obviously, the higher the cost of goods sold the less the taxable
income.) While the cost of most section 1231 assets, and patents, will be recoverable through a depreciation or amortization deduction, this spreads the tax
benefit over a period of time, and hence makes an allocation to these items only
moderately desirable to the buyer. An allocation to non-depreciable items like
good will,' 44 land used in the business, trademarks, and the like is undesirable to
the buyer, since the cost of these items is not recoverable to him, i.e., results in
tax disadvantages.
140. P-H Federal Taxes 1111
31,049, 31,214, Index Vol. CCH ff 242.10.
141. See Treas. Reg. § 1.1231. See also P-H Federal Taxes 11132,231, 32,471 (as to
real property), ffff 31,045, 31,433 (as to copyrights). See IRC 1231 as to limitations.
142. IRC § 1235.
143. 2 CCH fff 2219.015, 2219.017, 5 CCH 4717.093. See, however, IRC § 177 as to
trademarks and tradenames.
144. See 2 CCH ff 1716; Treas. Reg. § 1.167(a)-3. Note that from the buyers' point
of view an agreement not to compete, rather than a straight purchase of "good will," to
which the difference between the market value of the assets and the purchase price of the
business would otherwise ordinarily be allocated, may prove a valuable tax saving device
for them. See P-H Federal Taxes fff132,091-32,097. To help insure this, a separate valuation
should be placed on the covenant, and the restraint should be limited to a definite period of
time.
The same result will also follow where a corporation possesses the good will, but its
shareholders covenant not to compete. Payments received by them in exchange for the
covenant will normally be ordinary income. Ullman v. Commissioner, 264 F.2d 305 (2d Cir.
1959). The purchaser can then amortize the acquired good will. Id. See 3B J. Mertens,
Federal Income Taxation § 22.33. Placing a separate valuation on the covenant not to compete in the sale contract will help achieve this favorable tax treatment for the buyers. See
Barran v. Commissioner, 334 F.2d 58 (5th Cir. 1964). An agreement not to compete, held
to result in ordinary income to the sellers, is set forth, therein. Obviously such an arrangement
shifts the tax benefit from the sellers to the buyers, i.e., is disadvantageous to the former,
and beneficial to the latter,
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In short, the interests of the buyer and the seller clearly conflict in this
area of allocation of the purchase price among the items transferred.
The allocation will, of course, be a matter of agreement between the parties,
and it is probably wise to have the prices as to the various items agreed upon,
and set forth in detail, in the contract between the seller and buyer. Obviously,
an item by item arm's length apportionment will be more apt to survive Internal
Revenue Service scrutiny than an after-the-fact attempt to shift the supposed
price per item in accordance with the tax benefits which will ensue. An allocation
in proportion to the fair market value of the assets involved will generally be
145
upheld.

VI. Buri SALES PRoVIsIoNs OF UCC
In order to protect themselves from creditors of the old business, purchasers
of its assets must comply with the Bulk Sales provisions of the Uniform Commercial Code, where the transferor's "principal business is the sale of mer1 47
chandise from stock." 46 This includes those who manufacture what they sell.
145. R-H Federal Taxes fI 31,045. Such an allocation is also necessary for New York
State Tax Law purposes. See N.Y. Tax Law § 1105. As to allocation on a sale of business
generally, see P-H Federal Taxes fi 31,045. It should be noted that such a specific allocation
may well prove disadvantageous to one of the parties, since in effect, it will fix the tax
burden. However, where both sides are aware of the tax consequences, this allocation can
be as much a subject of their negotiations as the price. But see Walter Kunz, 21 T.C. Mem.
1454 (1962); aff'd, 333 F.2d 556 (6th Cir. 1964).
146. UCC § 6-102(3). But see id. § 6-103 which provides:
The following transfers are not subject to this Article:
(6) Transfers to a person maintaining a known place of business in this
State who becomes bound to pay the debts of the transferor in full and gives
public notice of that fact, and who is solvent after becoming so bound;
(7) A transfer to a new business enterprise organized to take over and
continue the business, if public notice of the transaction is given and the new enterprise assumes the debts of the transferor and he receives nothing from the transaction except an interest in the new enterprise junior to the claims of creditors....
See also id. § 6-102, Official Comment, which provides:
(1) Much of the litigation under the existing laws has dealt with the kinds
of businesses and the kinds of transfers covered. This section defines these matters.
(2) The businesses covered are defined in subsection (3). Notice that they
do not include farming nor contracting nor professional services, nor such things
as cleaning shops, barber shops, pool halls, hotels, restaurants, and the like whose
principal business is the sale not of merchandise but of services. While some bulk
sales risk exists in the excluded businesses, they have in common the fact that
unsecured credit is not commonly extended on the faith of a stock of merchandise.
(3) The transfers included are of "materials, supplies, merchandise or other
inventory" that is, of goods. Transfers of investment securities are not covered by
the Article, nor are transfers of money, accounts receivable, chattel paper, contract
rights, negotiable instruments, nor things in action generally. Such transfers are
dealt with in other Articles, and are not believed to carry any major bulk sales
risk.
(4) The kinds of transfers covered are identified in paragraph (1). They
are believed to be those that carry the major bulk sales risks. They are further
limited by the section following [§ 6-103].
147. Id. A transfer of equipment alone is not a bulk transfer. Id. § 6-102(2) provides:
A transfer of a substantial part of equipment (Section 9-109) of such an
enterprise is a bulk transfer if it is made in connection with a bulk transfer of
inventory, but not otherwise.
Special provision apply in the case of auction sales. See Id. § 6-108.
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Unless the parties prepare a schedule of the property transferred and the
transferee insists upon a list of creditors from the transferor, and gives the prescribed notice to the creditors listed at least 10 days before the transferee takes
possession or pays for the property, whichever is first, the transfer "is ineffective
against any creditor of the transferor."148
149
The schedule of property must be "sufficient to identify it.'
The list of creditors must be signed and sworn to or affirmed by the transferor or his agent. It must contain the names and business addresses of all creditors of the transferor, with the amounts when known, and also the names of all
persons who are known to the transferor to assert claims against him even
though such claims are disputed. 150
The transferee must preserve the list and schedule for 6 months following
the transfer and permit their inspection (and copying) at all reasonable hours by
any creditor of the transferor, or file the list and schedule in the Department of
State.'51
The notice which the transferee is required to give personally or by registered or certified mail to all creditors on the list, and to all other persons known
52
to the transferee to hold or assert claims against the transferor, must state:
(1) that a bulk transfer is about to be made;
(2) the names and business addresses of the transferor and transferee, and
all other business names and addresses used by the transferor within the past 3
years so far as known to the transferee;
(3) whether or not all the debts of the transferor are to be paid in full as
they fall due as a result of the transaction, and if so, the address to which creditors should send their bills.
If the debts of the transferor are not to be paid in full as they fall due' or
if the transferee is in doubt on the point, e.g., if no arrangement has been made
for their payment the notice must also state:
(1) the location and general description of the property to be transferred
and the estimated total of the transferor's debt;
(2) the address where the schedule of property and list of creditors may
be inspected;
(3) whether (or not) the transferee is to pay existing debts, and if so the
amount of such debts and to whom owing;
(4) whether (or not) the transfer is for new consideration and if so the
amount of such consideration and the time and place of payment.
Creditors have six months within which to bring actions, or levy, from the
148. Id. §§ 6-104, 6-105. Creditors protected are those who became such prior to the
transfer. Id. § 6-109.

149. Id. § 6-104(1)(b).

150. Id. § 6-104(2). Where the creditors are bond or debenture holders, etc., as to
which there is an indenture trustee, the list of creditors need only include his (or its) name
and address and the aggregate outstanding principal amount of the issue. Id.

151. Id. § 6-104(1)(c).
152. Id. § 6-107.
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time the transferee takes possession, or from discovery of the transfer if it has
53
been concealed.1
It would seem that the purchaser is protected from claims by creditors
whose names are omitted by the transferor from the list of creditors, unless he
himself knows of them.'5 4 Of course, the transferor subjects himself to criminal
prosecution for a false list.' 55
The transferee should of course make certain that sufficient funds are held
in escrow out of the purchase price to guarantee payment of all of the listed
creditors who have not been paid at the closing.
Often, practitioners ignore these Bulk Sales provisions, where the purchasers have a guaranteed sellers' balance sheet on which to rely. This would
seem unwise unless it is clear that the sellers will be available, and financially
able, to respond in damages for undisclosed liabilities to which the purchaser
may be subjected.
VII. ADDITIONAL PROBLEMS
It should be noted that the acquisition of a business may pose other problems for the sellers and purchasers. Choka discusses four major problem areas. 160
Although all may concern close corporations, two are of special concern. Both
apply only to the sellers and both only involve the sale of stock method.
First, there is always a possibility of fraud, or a claim of fraud, on any
sale, and the sale of a business is no exception. Clearly, no matter which
form of transfer is used, material misrepresentations by the sellers will subject them to liability to the defrauded purchasers. However, the standard of
honesty required of sellers of stock may well be higher than that exacted from
other vendors, especially where the mails are used, or some interstate commerce
connection, however slight, can be shown for any part of the transaction, for
then section 10-b of the Securities Exchange Act of 1934 will apply, and under
this statute and the SEC Rule promulgated thereunder not only will the sellers
be liable for positive misstatements and half-truths, but they may even be held
liable for the failure to make a full disclosure as to factors affecting the value of
57
the stock sold.'
The second significant danger to sellers of stock is their possible liability
to creditors of the corporation for turning over control to those whom they
should have known would proceed to loot the corporation. Normally, the selling
shareholders in a close corporation will also hold directorships and offices.
Equally common is the insistence of the purchasers upon a turnover of these
positions to them when the sale of stock takes place. A New York court, in a
153. Id. § 6-111.
154. Id. § 6-104(3), New York Comment 3.
155. Id. § 6-104, Official Comment 3.'
156. A. Choka, Buying, 'Selling and Merging Businesses 90-111 (1965).
157. See generally Kessler, Se'curlties Laws Problems and the tew Yorb Close Corporation, 4 N.Y. Cont. Leg. Educ. 63 (1967).
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leading case, 158 held that where such shareholders were paid a premium for
their stock, the turnover was in effect a "sale" of their corporate offices, and for
this illegal conduct they subjected themselves to liability for the losses to the
corporation which afterwards occurred when the new owiers looted it. Although
a later tase' 59 seems to qualify the rule to apply ohly to situations where the
assets of the seller are liquid, or the sellers have clear indication of the buyers'
intent to loot the business, the law is not sufficiently settled to pass over the
danger lightly. Fortunately, however, such looting is iot common.
In the sale of a small business, ndrmally dil of the owners of the old business will be parties to the transaction. Where they are not, some of the other
problems raised by Choka may result. Although it would appear in New York
that sellers of a control block of stock may be paid more than those who have
only a minority interest to convey,' 60 the majority sellers may well have to split
that premium with the minoiity if they have persuaded the latter to sell for less
to the outsiders, without disclosing that they were receiving i higher price f&i
their controlling shares. 161
Although not apt to affect the small incorporated drugstore, barbershop,
bakery, etc., the possible impact of the anti-trust laws, another of the problems
discussed by Choka, 1 62 even on close corporation acquisitions (by the stock or
purchase of assets route) should, of course, not be ignored.
The last legal problemr in the sale of a business discussed by Choka is one
which applies only to a sale of assets. He points out a danger to the purchasers
that they (or their corpdration) may be held liable for the debts of the old
business even without an express assumption of liabilities, and despite compliance with bulk sales provisions: (1) where they pay the consideration for the
assets purchased directly to the shareholders of the selling corporation, or (2)
where the consideration consists of shares of stock of the purchasing corporation.' 0 3 This danger is, of course, easy to avoid by taking care that there is no
"carryover" of the old owners, into the new bhsiness, i.e., by not using the purchaser's stock as the mode of payment, and by paying the corporate seller rather
than its shareholders on a sale of its assets. The relevance of this danger to the
purchaser proceeding under the liquidation method for acquiring assets from an
incorporated business should, however, be noted. At the least, purchasers of
assets from the shareholders of a dissolved corporation should make sure that
158. Gerdes v. Reynolds, 28 N.Y.S.2d 622 (Sup. Ct. 1941), 30 N.Y.S.2d 755 (Sup. Ct.
1941).
159. Levy v. American Beverage Co., 265 App. Div. 208, 38 N.Y.S.2d 517 (1st Dep't
1942).
160. Benson v. Braun, 8 Misc. 2d 67, 155 N.Y.S.2d 622 (Sup. Ct. 1956); see Piunty,
Businzess Associations, 32 N.Y.U.L. Rev. 1387, 1390-91; see also Essex Universal Corp. v.
Yates, 305 F.2d 572, 576 (2d Cir. 1962). But see Perlman v. Feldmann, 219 F.2d 173 (2d
Cir. 1955) holding that, despite no other wrongdoing, minority shareholders had a right
to share in a premium paid by an Outsider to a, controlling shareholder for his stock.
161. Sautter, v. Fulmer, 258 N.Y. 104, 179 N.E. 310 (1932).
162. A. Choka, sitpra note 156, at 90-95.
163. A. Choka, supra note 156, at 105.10. See also H. Ballantine, Corporations § 287,
at 676-80 (rev. ed. 1946), N. Lattin, Corporations § 18, at 542-44 (1959).
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the notice to creditors provisions of BCL section 1007 have been fully complied with. 164
VIII. GENERAL DRAFTING CONSIDERATIONS
On any sale, and the transfer of a business is, of course, no exception, the
sellers are anxious to make sure they get the full price agreed upon, the purchasers want to make sure they get all they bargained for-in the case of a
purchase of a business, all of the assets for which they are paying.
To the extent possible, each side also wants to minimize the tax bite. As
indicated above, the latter probably cannot be completely achieved by both, the
agreement will almost inevitably, by the allocation of values as to assets transferred, or by not establishing new bases for those assets on a sale of stock, shift
the tax advantage to the more sophisticated bargainer.
The attainment of the first objective, although difficult, is not impossible.
The protection of the sellers through cash payment or adequate security devices
for an agreed purchase price is relatively simple. Because a business is by its
nature constantly in flux, the protection of the buyers is more complex. Whether
the purchase is of shares, interests or assets the problem is the same. The purchasers will want to make sure that they receive all of the assets, or their equivalent value, bargained for.
Yet in a going business, assets are constantly being bought and sold and
the proceeds reinvested in new assets. The crucial time period for purchasers is,
of course, the closing. However, they only know of the true state of the assets
contained in the business at a time prior to the closing, i.e., at the date of
the agreement, or often on a date prior thereto, e.g., the most recent financial
statements. An adequate agreement then must deal with three different times:
(1) the date of the financial statements; (2) the date of the agreement, and
(3) the date of the closing. Its object must be to insure a certain constancy in
the business flux among all three instants, or at least to provide for adjustments
in the purchase price to reflect changes between these instants.
In order to accomplish this, regardless of who the sellers are, i.e., whether
the old business is being conducted in incorporated or unincorporated form, and
regardless of the mode of transfer, there should be representations as to the seller's financial condition (1) at the time of its most recent financial statements,
and (2) as to the interim up to the date of the agreement, and (3) promises as
to preservation of the condition up to closing.
Throughout, the problem is to make sure that what the purchasers saw,
what they bought, and what they finally got, are not significantly different from
one another.
There are a number of books available which should be consulted in determining the form which the sale agreement should take. Especially valuable
where the business being acquired is presently run as a corporation are: G.
164. See supra note 70.
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Seward, Basic Corporate Practice (1966)i and A. Choka, Buying, Selling, and
Merging Businesses (1965). Both are published by The Joint Committee on
Continuing Legal Education of The American Law Institute and The American
Bar Association. 165 The two forms set forth below are modified from those set
forth in Mr. Seward's book. Choka's monograph will be particularly useful if
more complex modes of transfer, e.g., mergers or other "reorganizations" under
IRC section 368 are utilized. 166
A. Where Business Acquired is Being Conducted as a Corporation
1. Drafting Considerations on Sale of Assets by Shareholders
The agreement should generally follow the form given below in Appendix I.
However, unless IRC section 333 is utilized, references to the corporation should
be omitted, and the shareholders should make all representations and promises
individually, since the execution of the agreement presupposes a prior dissolution of the corporation and distribution of its assets.
2. Drafting Considerationson Assets Purchasedfrom a Corporation
It is obvious that the purchasers will want to make 'sure that they receive
all of the assets they have bargained for, and that they will not be subject to
any debts owing to the sellers' creditors. Accordingly the agreement should call
for representations by the selling corporation, and preferably also all of its shareholders, as to the assets and financial condition of the corporation, and a provision that such representations will survive the "closing," at which deeds, bills of
sale and assignments for the various assets transferred will be delivered, in order
to provide the purchasers with a right to rescind or obtain damages should the
representations prove untrue.
The following warranties should be considered:
(1) The due incorporation and good standing of the corporation, its capitalization, and currentness of the annexed certificate of incorporation and
bylaws. (Also, that there are no subsidiaries.)
(2) The accuracy and completeness (including the collectibility of accounts and notes receivable in full, at least in excess of the reserves set forth in
the balance sheet) of the corporation's balance sheet and profit and loss statement (which should be annexed to and made a part of the agreement), and that
there have been no material changes in the corporation's financial condition since
the date of these documents.
Specifically, that the corporation has incurred no obligations, has declared
no dividends or made any other distributions to its shareholders, has purchased
no shares, made no wage increases, has not sold (except for sales of inventory in
the usual course of business, the proceeds of which will become, less cost of goods
sold, part of the assets conveyed), mortgaged, pledged or created a security inter165. Address: 101 North 33rd St., Philadelphia, Pa. 19104.
166. See also 8 Z. Cavitch, Acquisition in Business Organizations §§ 171.01-.10 (1963).
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es in any of itU assets, noi discharged any liabilities, all except as listed; that thd
c6rp6ration will iot do any of said things prior to the closing; and, that the corP6ration has suffered no extraordinary losses since the date of the balance sheet
and profit and loss statemeitsi and has not had any labor troubles.
(3) Adequate provisions for payment of all liabilities, including all corporatb taxes, federal, state and local due or to become due.
(4) That the corporation has good and marketable title to all of the real
and personal property (including patents, trademarks, etc.) listed on an annexed
schedule (with whatever exceptions as to liens and mortgages are necessary,
also listed), and has the bank accounts with balance listed and safety deposit
boxes in the named banks.
(5) That there are no corporate contracts or obligations of any kind (with
whatever exceptions are present), nor will the sellers allow the corporation to
enter into any prior to the closing (with whatever exceptions are agreed upon,
e.g., only those in the ordinary course of business and in the aggregate not
totaling more than a certain dollar amount). That no default exists as to any
present contracts. (A list of salary obligations might be included.)
(6) That there is no litigation against the corporation pending or threatened.
(7) That stated insurance is in force and will be maintained until the
closing.
(8) That all of the representations are (will be) also true as of the closing
date.
The shareholders should also individually (severally) warrant the truth of
the corporation's representations, and covenant to cause the corporation to perform all covenants under the agreement. Both the corporate seller and its shareholders should agree that they will not, prior to the closing, do anything to
rmaterially affect adversely the corporation's financial condition or the assets
agreed to be sold:
Specifically, that no change will be made in the corporation's certificate of
incorporation or by-laws, nor will it merge or consolidate, or sell, mortgage, create
a security interest in, assign, lease, exchange or otherwise dispose of any of its
assets (except for inventory, adjustments for which can be made in the purchase
price)j nor declare or pay any dividend, repurchase any shares or make any
other distribution to shareholders, nor enter into any contract without the purchasers' consent (except perhaps for those in the ordinary course of business),
nor make any change in salaries.
It is vital that the selling corporation and shareholders should also agree
to comply with the Bulk Sales provisions of the Uniform Commercial Code.
Moreover, they should provide the transferees with the consent from the State
Tax Commission required by BCL section 909(b), and with properly certified
copies of the director's and shareholders' resolutions authorizing the sale. A
provision as to who shall 1Say any taxes on the transfer should also be included.
270
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The agreement shquld provide for the closing date, and hat on that date at
the place named, the corporation will transfer all of the asspts listed to te purchasers at the agreed price, in exchange for payment in cash (or as otherwise
agreed) subject, of course, to all the terms and conditions of the agreement.
The sellers may also agree to allow the purchasers to examipe the books and
records of the corporation, to pay all transfer taxes, to conduct the business in
the normal way until the closing, and to do anything else necessary to effectuate
the purposes of the agreement.
At the closing, the agreement may require the sellers to submit an opinion
of sellers' counsel that all of the conditions as to corporate status, power of the
sellers to transfer title, and due execution of the agreement have been fulfilled.
Provisions should be included that:
(1) The representations and promises will survive the closing.
(2) For indemnification by the sellers for any damages from any nisrepresentation, breach of the agreement, or unscheduled liability, or at the election
of the buyers an adjustment of the purchase prce.
(3) For termination of the agreeme t without liability of the purchasers
or sellers should the corporation's property be destroyed prior to the closing.
(4) The sellers will not directly or indirectly engage in any competing
business in the same (specified) area for a specified period of time.
(5) The agreement will be binding op the parties, their executors, administrators, heirs, next 9f kin, successors and assignees.
Prvisipns as to delivery of notices, an escrow agent, that none of the parties has employed a broker, for governing law, etc., might also be added.
See Appendix I for a suggested form for the sale of the assets of a business.
3. Drafting Considerations on Stock Purchase
It is obvious that the purchasers of the stock will want to m akp sure that
the corporation they are buying will have all of the assets they have bargained
for, and not be subject to any liabilities they have not bargained for. Accordingly, the agreement should call for representations by the selling shareholders
as to the assets and financial condition of the cororation whose shares they are
selling, ard a provision that such representations will survive the "closing," i.e.,
the transfer of the share certificates, in order to provide the purchasprs with a
right to rescind or damages should the representations prove untrue.
The following warranties by the selling shareholders should be considered:
(1) The due incorporation and gpoqI standing of their corporatiqn.
(2) The nlmber of shares authorized and outstanding, the number of
shares owned by each, and the sellers' good and unencimbered title thereto (also,
to be as of the closing).
(3) The accuracy and completeness (including the collectibility of listed.
accounts and notes receivable in full, at least in excess of the reserves set forth
in the balance sheet) of the cqrporation's balance sheet and profit and loss
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statement (which should be annexed to and made a part of the agreement), and
that there have been no material changes in the corporation's financial condition since the date of these documents.
Specifically, that the corporation has issued no securities, has incurred no
obligations, has declared no dividends or made any other distributions to its
shareholders, has purchased no shares, made no wage increases, has not sold
(except for sales of inventory in the usual course of its business), mortgaged,
pledged or created a security interest in any of its assets, nor discharged any
liabilities, all except as listed; that the corporation will not do any of the foregoing prior to the closing; and that the corporation has suffered no extraordinary losses since the dates of the balance sheet and profit and loss statements,
and has not had any labor trouble.
(4) That adequate provision has been made for payment of all liabilities
including all corporate taxes, federal, state and local, due and to become due.
(5) That the corporation has good and marketable title to all of the real
and personal property (including patents, trademarks, etc.) listed on an annexed
schedule (with whatever exceptions as to liens and mortgages are necessary,
also listed), and has the bank accounts with balances listed and safety deposit
boxes in the named banks.
(6) That there are no corporate contracts or obligations of any kind, (with
whatever exceptions are present) nor will the seller allow the corporation to enter
into any prior to the closing (with whatever exceptions are agreed upon, e.g., only
those in the ordinary course of business and in the aggregate not totaling more
than a certain dollar amount). As to any present contracts that no default exists.
(A list of salary obligations might be included.)
(7) That there is no litigation against the corporation pending or threatened.
(8) That stated insurance is in force and will be maintained until the
closing.
(9) That all of the representations are (will be) also true as of the closing
date.
The agreement should provide for the closing date, and that on that date
at the place named, the selling shareholders will transfer all of their share certificates properly endorsed to the purchasers at the agreed price, in exchange for
payment in cash (or as otherwise agreed), subject, of course, to all the terms and
conditions of the agreement.
It is important that the agreement provide that, at the closing, the selling
shareholders will deliver their resignations as directors and officers, terminations
of all employment contracts between them and the corporation, and termination
of their rights under all employee benefit, retirement, and similar plans, and a
waiver of any accrued rights thereunder.
The sellers may also agree to allow the purchasers to examine the books and
records of the corporation, to pay all transfer taxes, to use their best efforts to
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persuade the employees to stay on, to conduct the business in the normal way
until the closing, and to do anything else necessary to effectuate the purposes of
the agreement.
At the closing, the agreement may require the sellers to submit an opinion
of sellers' counsel that all of the conditions as to corporate status, shares, power
of the sellers to transfer title, and due execution of the agreement have been fulfilled.
Provisions should be included:
(1) That the representations and promises will survive the closing.
(2) For indemnification by the sellers for any damages from any misrepresentation, breach of the agreement, or unscheduled liability, or at the election of
the buyers an adjustment of the purchase price.
(3) For termination of the agreement without liability to the purchasers
should the corporation's premises be destroyed prior to the closing.
(4) That the sellers will not directly or indirectly engage in any competing
business in the same (specified) area for a specified period of time.
(5) That the agreement will be binding on the parties, their executors,
administrators, heirs, next of kin, successors and assignees.
Provisions as to delivery of notices, an escrow agent, that the shares are to
be held for investment and not resale (to attempt to avoid SEC problems), that
none of the parties has employed a broker, for governing law, etc., might also be
added.
See Appendix II for a suggested form for the sale of stock of a business.
B. Drafting Considerations on Purchase of an
UnincorporatedBusiness
Where the business is presently being conducted as a partnership or sole
proprietorship, the sale agreement is less complex than where a corporation owns
the business being acquired.
Printed Blumberg forms' 67 are available, and the practitioner may well
choose to use them, rather than draft his own.
The form for an assets purchase from a corporation can also be modified to
suit a sale from a partnership or sole proprietor.
Representations as to financial standing, including balance sheets and profit
and loss statements, may well be advisable to guarantee the profitability of the
business being acquired. In lieu of this, a representation by the seller as to the
gross weekly receipts and a trial period during which the purchaser operates the
business to determine whether it does in fact gross this amount, with a right to
a termination of the agreement, and return of any payments made thereunder if
it does not, may be utilized, especially where a retail establishment is being
acquired.
167. See, e.g., J. Blumberg Inc., Form 257-ConditionalSale of Business, and Form 885Contract for Sale of Business, available from Law Blank Publishers, 80 Exchange Place, at
Broadway, New York.
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Representations as to contracts and assets owned are, of course, important.
Representations as to liabilities owed are also important-at least the list of
creditors required under the Bulk Sales provisions must be secured.
The subject of brokers, i.e., that there were none, or the name of the broker
and Who will pay him, should be dealt with.
A provision as to any existing lease is essential. Obviously, there should be
an assurance that the purchasers will be able to continue the business at the
same location, either under the old lease, or preferably under a new lease Which
will extend the term. The sellers should obligate themelves to procure either an
assignment or a new lease on equally favorable terms. (Most leases will contain
it provision making them unassignable without the landlord's consent.)
The purchase price and terns of payment are, of course, essential.
A provision for an impartial inventory is advisable to insure that the purchasers get all they bargain for (or an adjustment in the price).
Provisions as to the time, place and adjustments at the closing are essential.
Obviously, if any liabilities are to be assumed this should be Spelled out
expressly.
Provisions for indemnification of the buyers against undisclosed liabilities
should be added, preferably with an escrow deposit as security.
A convenant not to compete is ordinarily essential.
A provision for a right to rescind and liquidated damages for breach are important.
Consent to a substitution of a corporation formed by them in place of the
individual buyers (unless the chance of forming the corporation first, and making
it the purchaser, is taken if the sellers agree) is desirable, if the sellers can be
persuaded to accept it.
Provisions as to consent to jurisdiction and service, survival of representations, parties bound, etc., may be added.
If the sellers are presently operating as a partnership, language conveying
their partnership interests as well as the assets might be added. 108
Thus, with relatively minor language changes, the corporate assets purchase
form (Appendix I) can be utilized where an unincorporated business is being
acquired.
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APPENDIX I
AGREEMENT POP SALE o
made the ................

' ASSETS

day of ................

19..,
a corporation
BETWEEN ....... *..................................
, of ..............
of the State of New York, and ......................
...................... of...... ...................
.......
of.................
and ..................................
168.

See text at supra note 133.
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who together comprise the holders of all of the outstanding shares of said
corporation, as such shareholders and individually, hereinafter called the
Sellers,
AND ............................. of

........................

.............
of .................... ,and ...................
of ............................ , hereinafter called the Purchasers,
WITNESSETH:

The Sellers, jointly, severally and individually agree with the Purchasers,
jointly, severally and indlividually as follows:
Section 1. Sellers Warranties and Representations.-The Sellers warrant and
represent as follows:
A. Corporate Status and Shareholdings
(a) That the corporation is duly organized, presently existing, and in
good standing under the laws of New York.
(b) That its certificate of incorporation as presently effective is in the
form (a copy of which, certified by the Department of State, has previously been
delivered to the pur chasers) (annexed hereto and made a part hereof, and
marked Exhibit Aa).

(c) That said certificate has not been amended or restated, except as reflected n said Exhibit.
(d) That its current by-laws are in the form (a copy of which, certified
by the Seller corporation's Secretary, has been previously delivered to the
Purchasers) (annexed hereto and made a part hereof, and marked Exhibit Bi).
(e) That the corporation has no subsidiaries. e
(f)That the corporation's authorized shares consist of .......... common
shares of the par value of $ .......... per share, of which .......... shares
are issued and outstanding.
(g) The shareholder Sellers have good and unencumbered title to all of said
shares, all of which shares are fully paid and not subject to liability for any
assessment or call. The shareholder Sellers are owners of record'and full beneficial owners of all of said shares, as follows:,
4. It may make the agreement rather bulky to attach copies of the certificate of incorporation and by-laws. With Xerox, there is no longer any objection due to difficulty of
reproducing the copies, however. Although both documents must be examined, and the
by-laws may contain significant information, e.g., as to the authority of officers to enter into
the agreement, the certificate of incorporation is the more important document, for 'ready
access, on an assets sale, since it may prescribe high vote requirements for shareholder
action, special requirements for action by the board, limitations on the powers of the
board and officers, special dissolution provisions which must be complied with, etc. It will
also give the name of the corporation exacfy as it must appear ointhe agreement. In lieu
of attaching the copies, a copy of each can be delivered to the purchasers (the by-laws
certified by the corporate secretary, and a certified copy of the certificate of incorporation
from the Department of State), and a representation made in the agreement as to their
accuracy. See: G. Seward, Basic Corporate Practice 259, 215 (1966) [hereinafter cited
Seward].
b. See supra note a.
c. The absenc6 of subsidiaries will prevent conflicts as to title to the assets, and will
insure that the entire business in all its parts is taken over.
d. It is important to know who must consent to' the transaction. Obviously, if not
all the ihareholoers are parties to the agreemept problems may ensue, e.g., as to the
huthorization 'of the transaction, and as to later compefitio with the purchasers.
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..
...
..

No. o1 Shares
Owned
Name
...........
. ...........
.........................
........................
...........................
......................
.....
......................

(h) None of said shares is subject to any pledge, trust, lien or claim of any
kind whatsoever.
(i) The Seller corporation has no other shares outstanding, and no
treasury shares.
B. Financial Standing and Documents
corporation's balance sheet as of .................
Seller
(a) That the
annexed to this agreement, and made a part hereof, and marked Exhibit C,
and the corporation's balance sheet as of ...............................
annexed hereto and made a part hereof, and marked Exhibit D, the statement
of profit and loss and surplus for the calendar year ........ , made a part
hereof and marked Exhibit E, and the statement of profit and loss and surplus
for the calendar year ........ , made a part hereof and marked Exhibit F,
are all true and accurate; that all of said balance sheets and profit and loss
statements have been prepared by the Seller corporation's regular accountants,
and have been certified as accurate by them; and that they have all been prepared in accordance with sound accounting principles consistently applied during
the aggregate period of such statements.e
(b) That except as and to the extent reflected or reserved against in
Exhibit D, the Seller corporation's most recent balance sheet, the Seller corporation had, on the date thereof, no obligations or liabilities, absolute or contingent,
of any nature whatsoever.
(c) That there has been no material change in any of the foregoing financial statements, nor has the Seller corporation incurred any obligations or
liabilities absolute or contingent, of any nature whatsoever except as set forth
in the Schedule hereto marked Exhibit G.
(d) That the Seller corporation's Federal and State Income Tax returns
for the years ........ , and ........ , attached hereto and marked Exhibit H,
are true and accurate, that no tax deficiency has been assessed against the
Seller corporation, nor are such returns, to the knowledge of Sellers, subject to
any adverse action on the part of any taxing authority, nor has any claim for
refund been made, except as set forth on said Schedule marked Exhibit H to
this agreement.
C. Contracts
That the Seller corporation is not a party to any contracts or agreement of
any nature whatsoever, excluding this contract, except as set forth in the
Schedule to this agreement marked Exhibit IS
e. The financial statements will not only indicate the profitability of the business, but
also give a check on the value of the assets sold.
f. This information is valuable to the purchasers, but the sellers may be reluctant
to agree to supply it.
g. In the average closely held corporation these may be relatively minor, e.g., for
telephone, electric service, sign maintenance. Obviously, the purchasers should know of
all contracts of the sellers so they can take them over if they choose, and, since contracts
are two-edged, be informed of potential creditor claims.
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D. Assets Owned
(a) That the corporation is the owner of all of the property real and personal set forth in the attached schedule, marked Exhibit J, free of all liens,
mortgages, encumbrances and security interests or claims of any nature whatsoever except as therein set forth.
(b) That the corporation is lessee of the premises located at:
oooooooooo

....

o

.

.o

....

under a lease from:......

o..................

.

...... o..

..

.....

ooo

...........................................

to: ................................................................
a true copy of which is attached hereto, marked Exhibit K.
That there has been no default in payment of any of the installments of
rent due thereunder, nor has the landlord asserted any claim against the Seller
corporation or any of the individual Sellers.h
(c) That the attached Schedule marked Exhibit L accurately sets forth the
names, business addresses and amounts owing, as of the date of this agreement,
on all accounts and notes receivable and other obligations due to Seller corporation as of said date.
(d) That the attached Schedule, marked Exhibit M, accurately sets forth
all of the inventory, stock in trade and other merchandise belonging to the
Seller corporation and held for sale to its customers, as of the date of this agreement, and goods in the process of manufacture, and the balance sheet values
thereof, all at the lesser of cost or market value.'
(e) That the attached Schedule, marked Exhibit N, accurately sets forth
all trademarks, tradenames, copyrights, patents, licenses, franchises, and rights
belonging to the Seller corporation as of the date of this agreement.)
E. Liabilities and Obligations
(a) That the attached Schedule, marked Exhibit 0, accurately sets forth
a list of all creditors of the Seller corporation, their business addresses aiid the
amounts owed to each, as of the date of this agreement.
(b) That no injury has occurred to anyone on the Seller corporation's
h. Many small businesses operate in leased premises. Obviously, the purchasers will
want not only the assets but the totality known popularly as the "business," including the
right to carry it on at its present location.
i. In most small businesses, the inventory will be the principal asset conveyed. However, unless the business is stagnant, in which case the purchasers will in most cases not
want to acquire it, changes will take place in the inventory between the time of the agreement and the closing. As an alternative to the minimum inventory requirement in the
agreement, a requirement, in effect, for inventory replacement can be utilized. That is, this
paragraph could be omitted, and the representation as to the inventory being the same at the
closing be made (1 D(d) could be added to the representations in Section 2(1)), the
conveyance paragraph (Section 5(h)) convey the entire inventory set forth in Exhibit M
and corresponding changes made as to adjustments at the closing (Section 8). Such an
inventory replacement requirement may be feasible where: (1) inventory is not a significant item, e.g., a service business; (2) where inventory does not consist of too many
items, e.g., in a small furniture business; or (3) where the turnover is not too rapid, e.g., in
a small jewelry business. Obviously, where the inventory consists of a great number of
small items of small value, as e.g., in a hardware store business, an exact replacement of
inventory is much more onerous, and even the list in Exhibit M will undoubtedly have to
be by groups and categories rather than specific items. See also Section 6.
j. All of the representations as to assets are, of course, complementary to the operative
conveyance provisions of Section 5.
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premises, nor has any vehicle operated in the Seller corporation's business or
by anyone in the Seller corporation's employ, been involved in any accident,
nor has anyone been injured or claimed injury as a result of any of the Seller corporation's products, preparations, goods or services, or in any way connected with
the Seller corporation or any of its activities or inaction on its part or that of any
of its employees. "Employee" for the purposes of this paragraph shall also include all shareholders, directors and officers of the Seller corporation.
(c) That no wages, salary or other compensation of any kind is due or
owing to or for the benefit or account of any employee. That the Seller corporation has no contracts of employment, employment arrangements or understandings with any employee, group, life, disability or other insurance insuring
any employee or for the benefit of any employee or any beneficiary of any
employee, or other pension, annuity, retirement, profit-sharing, option or other
contract, plan or arrangement with or for the benefit of any of the foregoing,
except as set forth in the Schedule marked Exhibit I to this agreement. "Employee" shall also include for these purposes all shareholders, directors and
officers of the Seller corporation.
(d) That there is no litigation pending or threatened against, or in any
way involving the corporation, any of its directors, officers, shareholders, employees, or property."
Section 2.

Sellers' Covenants and Agreements.-Sellers jointly and severally

covenant and agree with the Purchasers that:
(a) There will be no change in the certificate of incorporation, except as
provided in paragraph (d) of this section, or the bylaws of the Seller corporation.
There will be no increase in the authorized shares of the Seller corporation,
nor in the number of issued or outstanding shares, nor any transfers, pledges,
trusts, creations of security interests in or liens upon any of the shares of this
corporation, except as may be required to effectuate this agreement.
, (b) The Seller corporation shall not enter into any contract or renewal
of any 'contract, nor incur any liability or obligation whatsoever, without the
written approval of the Purchasers, except for replacement of inventory and
supplies in an amount in the aggregate not exceeding $........... No adjustment in the purchase price shall be made for any such replacement items, however, except as hereinafter provided in section 8 of this agreement.
(c) The lease marked Exhibit K will be assigned to the Purchasers at the
closing; or Sellers will procure the execution and delivery of a lease on said
premises, which shall be for the unexpired period of not less than ...... years
and ...... months from the date of this agreement, and at a rental of not
) per month,
more than .................................
in which case, Purchasers will credit to Sellers, as an adjustment on the closing,
any sum held by the landlord as security under such assigned lease, less any setoff, claim or counter-claim asserted by the landlord.
(d) The Seller corppration will, within 15 days after a demand in writing
so to do, change its name to a name which will not conflict with its present
name on the index of names in the New York department of state, division of
corporations, nor be similar to such name.
(e) Within 7 days of the date of this agreement, the Seller corporation
k. The prpvisions of this part are designed to guard against any undisclosed claims
to the extent possible.

CLOSE CORPORATIONS
will procure the consent of the state tax commission requisite to the formation
of a new corporation by the Purchasers under the same name as that of the
Seller corporation.
(f) Within 3 days after a demand in writing so to do, or, if no such demand
is made, then at least 10 days before the date fixed for the closing, the Seller
corporation shall prepare and deliver to the Purchasers a complete schedule
of all of the property transferred to the Purchasers, and a complete list of all
creditors of the Seller corporation and all persons asserting any claims against
the Seller corporation whether or not such claims are disputed, which list shall
include the names, business addresses and the amounts owed to each when
known. The aforesaid list of creditors shall be signed by the president of the
Seller corporation and sworn to by him.
The Seller corporation and all of its shareholders, directors and officers
shall also take whatever further action is necessary to comply with all of the
requirements of the bulk sales provisions of the Uniform Commercial Code.
(g) The Seller corporation will deliver to the Purchasers, within 7 days
of the date of this agreement, a copy of a resolution of the board of directors
of the Seller corporation authorizing the sale of all of the assets of the Seller
corporation upon the terms and conditions set forth herein, and a copy of the
resolution of the shareholders of the Seller corporation approving said sale on
the terms and conditions set forth herein, both of which resolutions shall be
certified by the secretary of the Seller corporation to be true copies of said
resolutions, and that the shareholder resolution was approved at a meeting of
the shareholders by the holders of at least two-thirds of all of the outstanding
shares entitled to vote thereon, and that the certificate of incorporation does
not require any higher percentage of votes for approval of such sale. In lieu
of such resolution of shareholders, the Seller corporation may furnish a copy
of the written consent to such sale, upon the terms and conditions set forth
herein, signed by the holders of all of the outstanding shares of the Seller
corporation, properly certified by said secretary.
(h) The Seller corporation will not declare or pay any dividends nor make
any distributions in respect of its shares, nor repurchase any of its shares.
(i) The Seller corporation will not sell, assign, transfer, lease, mortgage,
pledge, create a security interest in, nor will it create or allow the creation of
any lien in, or on, any of the assets of the Seller corporation, except for normal
sales of inventory, stock in trade and merchandise in the usual course of its
business.
(j) The Seller corporation will not merge or consolidate with any other
corporation or corporations.
(k) The Seller corporation will make available to the Purchasers and any
persons appointed by them full access, during normal business hours, to all of
its properties, books, contracts, commitments and records, and shall furnish
the Purchasers with all such information concerning the Sellers' affairs as the
Purchasers may reasonably request.
(1) All of the representations and warranties of sections 1A, 1B(d), IC,
1D(a), 1D(b), 1D(e), 1E(b), 1E(c), 1IE(d) shall be true as of the date of
the closing, and shall all be considered as having been inade at said closing; and
Sellers further represent and warrant as of said closing that there has been no
breach in any of the covenants and agreements of this section (2) nor of sections
3, or 4 below.
(m) And the Sellers further represent, warrant, covenant and agree:
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(i) That the total amount owing by the Seller corporation to all creditors
at the time of the closing, whether or not then due, shall in no event be more
than the total amount set forth in Exhibit 0.
(ii) That all creditors whose names appear in Exhibit 0 but are omitted
from the list prepared pursuant to Section 2 (f) of this agreement have been
paid in full.
(iii) That the total amount of all accounts receivable, notes receivable
and other obligations due to the Seller corporation at the time of the closing
shall in no event be less than ........ percent of the total amount set forth in
Exhibit L.
(iv) That the value of the inventory, stock in trade and other merchandise
belonging to the Seller corporation and held for sale to its customers and goods
in process of manufacture, all as of the closing, and all at the lesser of cost
or market value, shall be at least $ ............
(v) That as of the closing there has been no material change in the
corporation's financial condition from that reflected in Exhibits D, F and G.1
Section 3. Brokers.-It is mutually represented, warranted and agreed that no
broker was employed by any of the Sellers, nor by the Purchaser(s) in connecof ............
tion with this sale, except: ............................
(address)
who is entitled to a commission of ........ percent of the total purchase price,
($
........ ) Dollars to be
amounting to the sum of ................
paid by the Sellers.
Section 4. Continuation of Normal Business.-Until the closing, the business
of the Sellers shall be conducted as it has been in the past, and no changes in
personnel shall be made by the Sellers except with the approval of the Purchasers. Until the closing, representatives of the Purchasers shall have the right,
during normal business hours, to remain on the Sellers' premises and to observe
the operation of the business. The Purchasers shall have the right to advise the
Sellers' employees of this agreement and to negotiate employment arrangements
with them.
The Sellers will, at the request of the Purchasers, during the period between
the execution of this agreement and the closing, introduce the Purchasers to the
Sellers' customers and clientelle, and, generally, do whatever is reasonably necessary to insure that Sellers' customers and clientelle continue to buy from and
deal with the Purchasers.
Section 5. Sale and Purckase -Subject to the terms, covenants, agreements and
conditions of this agreement and in reliance on the representations and warranties of the Sellers herein contained, the Purchasers agree to purchase, at
the closing, and the Sellers agree to sell free and clear of all mortgages, debts,
liens, security interests, or incumbrances of any nature whatsoever, except as in
this agreement or the Exhibits hereto expressly set forth:
1. The provisions of this section are designed: (1) to attempt to assure a constancy
between the time of the agreement and the closing; (2) to insure compliance with the bulk
sales provisions of the UCC; and (3) to insure compliance with the requirements of the
BLC as to such a sale, including the right to use the old business name. If contracts transferred represent a significant part of the assets to be acquired, an additional representation,
as follows, may be desirable:
(v) That the total value of all contracts to which the Seller corporation is a party
shall, as of the closing, be in no event less than $ ...........
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(a) All of the real property, machinery, fixtures, equipment, furniture,
vehicles, signs, supplies, and other personal property listed on the schedule
marked Exhibit J.
(b) All of their right, title and interest in the lease, a copy of which is
marked Exhibit K.
(c) Subject to the provisions of Section 8 of this agreement, all of the contracts and their rights, privileges and claims thereunder to all of the contracts
listed in Exhibit I.
(d) Subject to the provisions of Section 8 of this agreement, all of the accounts and notes receivable and other obligations due to the Seller corporation
listed in Exhibit L.
(e) The name ...........................................
, under
which the business is presently being conducted by the Seller corporation.
(f) All trademarks, tradenames, copyrights, patents, licenses, franchises
and rights listed in Exhibit N.
(g) The good will of the Seller corporation.
(h) Subject to the provisions of Section 8 of this agreement, all of the
inventory, stock in trade and merchandise held for sale to customers, and goods
in the process of manufacture listed in Exhibit M.
Subject to the provisions of Section 8 of this agreement, the total purchase
price for the assets set forth above is ........................
($......
.
) Dollars representing the totals of the purchase prices set forth
therein as to the respective items therein, in Exhibits I, J, K, L, M and N, and
the sums of .....................
( ........ ) Dollars, representing the
purchase price of the name of the Seller corporation, and ..................
........ ($ ............
) Dollars, representing the purchase price of the good
will of said Seller corporation m
The purchasers further agree to pay or otherwise discharge all of the
obligations of the Seller corporation listed on Exhibit 0 which are outstanding
at the closing, except such as shall be omitted from the list nprepared by the
Sellers pursuant to Section 2 (f) of this agreement, and except:
The total purchase price shall be paid to the Sellers as follows: ........
($ ..........
) Dollars
............................................
in cash or by certified check upon execution and delivery of this agreement,
receipt whereof is hereby acknowledged, and .............................
($ .......... ) Dollars in cash or by certified check at the closing. The
balance of the purchase price ( ..................
(......
)
Dollars) shall be paid as follows: The Purchasers jointly will execute and
deliver to the Sellers, or their designees, a series of ........ negotiable promissory notes, each in the amount of ......................................
($ .......... ) Dollars with interest at ...... per centum per annum, consecutively numbered and payable in order on the ...... days of ............
I
............
I ............
, and ............
of each year, the first note
to be due and payable on ...............................
0 All notes in the
series shall contain a provision, satisfactory to the attorney for the Sellers, for
m. Separate valuations for the various categories of assets sold will allocate the tax
burdens-benefits. See discussion of sale of sole proprietorship in text.
n. The agreement should be explicit as to whether or not liabilities will be assumed.
See also Section 8.
o. In determining the amount of the down payments and of the notes the requirements
of IRC § 453 for installment reporting of income should be considered. See Treas. Reg,
§ 1.453-1.

BUFFALO LAW REVIEW
the acceleration of the due dates of all subsequent notes in the series upon default
in the payment of any one note. As security for the payment of this series of
notes, the Purchasers shall execute a chattel mortgage security agreement
upbn the assets conveyed hereunder.
In addition, to the foregoing, the individual Sellers shall each be paid the
) Dollars per
($ ..........
sum of .....................................
month, commencing with the first business day of the month beginning after
the closing (which said closing shall be a condition precedent to Purchasers'
obligation to make said payments), and ending with the payment on the first
business day of ........................
(month) 19...., as compensation
for their agreement not to compete with the Purchasers, set forth in section 11
of this agreement.P
Section 6. Taking of Inventory.-Sellers' premises shall be closed to business
on the day of the closing. On that day a physical inventory of all inventory,
stock in trade and merchandise held for sale to customers, and goods in process
of
of manufacture shall be taken by ....................................
or another disinterested person
.......................................
(address)
mutually agreed upon by the parties. No one shall be admitted to the Sellers'
premises on that day, until after the completion of said inventory, except the
aforesaid person and one representative of the Sellers and one of the Purchasers, who shall assist in the taking of such inventory, and the attorneys
for the respective parties. The inventory shall be in writing and shall show the
quantity of each item, the value per unit at the lesser of cost or market, and
the total value. Any decision by the afore-named person (or other designated
disinterested person) as to value shall be conclusive upon both the Purchasers
and Sellers. Copies of the completed inventory certified by him shall be delivered
to the representatives of the Purchasers and Sellers, and their attorneys. At the
conclusion of the inventory examination, the premises shall be locked until the
closing, at which the keys to the premises shall be delivered to the Purchasers.
S'ectioh 7. Closing.-The closing of the sale and purchase hereunder shall take
place at the premises of the Sellers,( ....................................
(address)
, New York,
in thb (town) (city) (village) of ............................
19.
,or on such date
at ........ (time) on .........
(month) (day)
prior thereto as the Purchasers may elect by three days' notice to the Sellers.
At the closing, the Purchasers shall comply with the provisions of section 5
hereof, and thd Sellers shall deliver such full covenant and warranty deeds,
bills of sale with full covenants of warranty, assignments, endorsements, and
such other documents as shall give to Purchasers good, marketable and, except
as in this agreement otherwise provided, unencumbered title to all of the assets
agreed to be sold hereunder.
All of such documents and papers shall be in a form and shall contain
such other covenants and warranties as shall be in accordance with this agreement, and satisfactory to Purchasers' counsel.
p; As to tax consequelices of separate payments for the agreement not to compete, see
text discussion, supra.
q. The officq of the attorney f6r sellers (or buyers) may, of course, be substituted.
However, since the dosing will probably take place immediately after the inventory
(Section 6), it will probably be more convenient to hold it on the premises.
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From time to time, at the Purchasers' request, before or after the clqsing,
the Sellers shall, at their expense, execute anal deliver such further instruments,
and take such other action, as the Purchasers may reasonably require in order
more effectively to convey and transfer to the Purchasers any of the assets
sold hereunder and assist the Purchasers in the collection or reduction to
possession of such assets.
Section 8. Assumption of Liabilities and Adjustments at Closing.-Except as
otherwise provided in Section 5 of thisagreement, the Purchasers agree to assume, and pay or discharge all of the liabilities set' forth in Exhibit 0 hereof,
without adjustment in the purchase pri-ce hereunder. Ini the event that any 'of
said liabilities have been paid or discharged priir to the closing, the purchase
price hereunder shall be increased by' the amount iet forth in Exhibit 0 allocated
to said liabilities.
Except to the extent that any such liabilities or obligations thereunder are
set forth in Exhibit 0, and subject to the provisions of the preceding paragraph
of this section relating thereto, the Purchasers shall not be liable for any payments, liabilities or claims (whether in contract or tort) of any nature whatsoever or in any way connected with or arising out of any of the contracts set
forth in Exhibit I; except that as to any contracts therein set forth providing
for continuing or periodic services the Purchasers shall be liable only for such
services rendered after the closing, and in the event that they elect to continue
said service contracts.
In the event that any of the contracts referred to in Exhibit I are
terminated or discharged or that any of the accounts or notes receivable or other
obligations Owed to the Seller -corporation listed in Exhibit L 'have been collecfed,
written off, or otherwise discharged prior to the closing the purchase price ,uhdei
this agreement'shalf be 'edued by ti6 amount of the purchase price 'a-o.td
to them.
In the event that the inventory, stock in trade, goods in process of manufacture and merchandise on hand at the closing exceeds the minimum value as
set forth in section 2 (M) (iv) above of this agreement, the Purchasers shall be
entitled to all of the inventory, stock in trade, goods in process of manufacture,
and merchandise listed in Exhibit M remaining at the time qf the closing without
any increase in the purchase price. However, the purchase price shall be increased by the amount of the excess, ' if any, of the total cost to the Sellers
of all of such items acquired by the Sellers subsequent to the date of this'agreement over the minimum value herein set whchi the Purchasers elect to purchase.
In the event that the value of the inventory, stock in trade, goods in
process of manufacture and merchandise at the time of the closing is less than
the minimum value as set forth in section 2 (m) (iv) of this agreement there shall
be a reduction of the purchase price by the amount of the difference between the
total value (at the lesser of cost or market) of the inventory, stock in trade,
goods in process of manufacture and merchandise and the aforesaid minimum
value.
In the event of any material change in any of the other assets, including
but without limitation thereto, destruction from any cause, or in any of the
liabilities or obligations of the Seller corporation, Ir its financial statements,
the purchase price stall either be adjusted or, at the election of the Purchasers,
this agreement may be rescinded as hereinafter provided in section 12.
Sellers shall pay all sales, transfer and docpmentary taxes, if any, payable
283
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in connection with this agreement, and the conveyances, assignments, transfers
and deliveries to be made to the Purchasers.
In the event that the Sellers procure the execution and delivery of a new
lease to the Purchasers meeting the conditions therein specified the adjustment
provided for in section 2(c) shall be made.
The adjustments usual to real estate closings shall be made as to any real
property conveyed pursuant to this agreement.
Except as above in this section expressly set forth, the Purchasers do not
assume any liabilities or obligations of any kind whatsoever of the Sellers or
in any way connected with the business conducted by them, and Sellers agree,
jointly and severally, to discharge all such liabilities and obligations prior to
the closing and to indemnify Purchasers against all such liabilities and obligations as hereinafter provided in section 9. r
Section 9. Indemnification.-Sellers jointly and severally agree to indemnify
and save harmless the Purchasers from any damage or loss occasioned by any
breach of this agreement or any of the representations, warranties, covenants,
conditions or agreements herein contained, including but without limitation
thereto, any liabilities not expressly assumed by the Purchasers, nonpayment or
deficient payment of any accounts receivable when due, any claim for brokerage,
and any judgments, demands, actions, proceedings, defenses, and all costs or
legal expenses incident thereto, arising out of or in any way connected with any
of the foregoing, or with any of the transactions contemplated by or under this
agreement.
Section 10. Escrow Deposit.-As security for the indemnities provided for in
section 9 of this agreement, but without limitation of the Sellers' liability
thereto, Sellers will deposit with ......................................
address: ........................................................
, as
escrow agent ....................................
($
...... ) Dollars
of the purchase price paid at the closing. [From time to time on not less than
ten days' notice to the Sellers given at any time prior to the expiration of seven
months from the date of the closing, the escrow agent, at the request of the
Purchasers may apply any part of such sums to pay or provide for the payment
of any of the items in section 9 of this agreement. However, if within such ten
day period the escrow agent shall receive notice from any of the Sellers disputing the propriety of any such payment from the said escrow deposit, the
matter shall be submitted to .......................................
of
..................................
, and his determination of the Sellers'
(address)
obligation or non-liability to the Purchasers shall be conclusive on all parties.]
The balance remaining in said escrow deposit on the expiration of [seven]
months from the date of the closing [as to which no notice to the escrow agent
shall have been given as aforesaid, and the balance remaining after determination
of the propriety of the claims as to which any notices shall have been given
prior thereto] shall be returned to the Sellers.8
r. Since these adjustments will manifestly affect the amount actually received-paid
for the assets, the form they actually take should be very carefully studied. Careful con-

sideration should be given as to which representations as to quality of assets (see Section
2(e)) should give a right to rescind as opposed to a mere adjustment in the purchase
price. This will, of course, depend on the importance of these assets to the purchasers, and

vary from business to business. See also Section 12.

s. An escrow deposit will, of course, afford additional protection to the purchasers.
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Section 11. Convenants Not to Compete.-Each of the individual Sellers agrees
that from and after the closing he will not (unless acting as an employee of
the Purchasers or with the Purchasers' written consent), and the Seller corporation agrees that from and after the closing it will not, directly or indirectly,
own, manage, operate, join, control or participate in the ownership, management, operation or control of, or be connected in any manner with any business
under any name similar to the Seller corporation's name, and that for a period
of five years after the closing neither any of the individual Sellers nor the Seller
corporation will in any manner compete with or be interested in any competitor
of the Purchasers within a radius of ...... [blocks] [miles] from ..........
.........................
t Nor will any of said individual Sellers
for a like period lend his name to any person, firm or organization whose business
is similar to that of the Seller corporation's business. The Sellers further agree
that the remedy at law for any breach by any of them of any of the foregoing
provisions of this paragraph will be inadequate, and that the Purchasers shall
be entitled to injunctive relief, and expressly consent to the granting thereof.
Section 12. Damages and Rescission.--Any willful default hereunder on the
part of any party shall entitle the aggrieved party to the sum of .............
..........
($ ..........
) Dollars as liquidated damages for breach
of this contract in addition to repayment in full of any sums paid hereunder (including return of any evidences of indebtedness and security agreements or other
documents to secure their payment) said amount being hereby agreed upon by
reason of the difficulty in reducing the exact damages to a mathematical certainty.
The Sellers jointly and severally agree to reimburse the Purchasers, on demand, for any damages resulting from any misrepresentation, or breach of any
covenant, warranty, condition or other provision of this agreement by any of
the Sellers; and the Purchasers jointly and severally, except as otherwise provided in section 14 agree to reimburse the Sellers, on demand, for any damages
resulting from any misrepresentation, or breach of any covenant, warranty,
condition or other provision of this agreement by any of the Purchasers.
In addition to the foregoing, the Purchasers shall have the right to rescind
this agreement, at any time prior to or after the closing, for any breach of any
of the foregoing covenants, warranties, conditions or other provisions of this
agreement, or any material misrepresentation herein, including the Exhibits
made a part hereof. On any such rescission the Purchasers shall be entitled
to damages as provided in the two foregoing paragraphs, as well as to return
of any sums paid by them hereunder (including any evidence of indebtedness
and security agreements or other documents to secure their payment), and
It may be unnecessary where the Sellers are responsible, ethically and financially, and

unlikely to run off. The bracketed matter should all either be included or omitted.

t. Covenants not to compete must be reasonable as to area and time for validity. As to

permissible duration see Annot., 45 AJL.R.2d 77 (1956). See also Annot., 41 A.L.R.2d 15
(1955) as to effect of various durations on such covenants in employment contracts.
As to permissible territorial extent, see Annot., 46 A.L.R.2d 119 (1956). See also Annot.,

43 A.L.R.2d 94 (1955) as to effect of territorial extent on such covenants in employment
contracts.
As to rendering financial or other assistance to another as breach of a covenant not to
compete, see Annot., 1 A.L.R.3d 778 (1965).
A period of five years has been held reasonable in all but one New York case. Francis
Rogers & Sons v. Eichert, 97 N.Y.S.2d 659 (Sup. Ct. 1950).
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shall not be liable to the Sellers, except to return to them the assets conveyed
hereunder, or
'ieir 'equivalent in cash or kind less any such damages. u
Section 13. Jurisdiction, Service of Process, and Venue.-Each of the Sellers
hereby designates and appoints ....................................

of

................................
as his, and the corporate Seller appoints
(address)
him as its, agent for service of process, and agrees not to revoke said designation. Each of the Purchasers hereby designates and appoints ................
.......................
of.............................
as his
(address)
agent for service of process and agrees not to revoke said designation.
Each of the Sellers and each of the Purchasers hereby expressly consents to
the jurisdiction of the New York State Supreme Court, and any other court of
the State of New York or Federal Court therein, having subject matter jurisdiction, in any action or proceeding arising out of this agreement, any of the
transactions hereunder, or in any way connected herewith; and he (or it) hereby
waives any objection to lack of jurisdiction over him (or it) by any of said
courts, provided service is made upon his (or its) aforesaid agent.
The place of trial of any action or proceeding hereunder brought in any
New York State Court shall be in ..........................
County.
Each of the parties hereto further agrees that he, or it, as the case may be,
shall voluntarily appear in any such action or proceeding commenced in any of
said Courts wherein the venue is laid in the aforesaid county, within ......
days affer notice to him or his attorney as provided in section 18 of this agreement, and each of said parties hereby authorizes and directs his attorney, or
any other individual party to this agreement to file a notice of appearance
in his or its behalf in any such action, and, provided such notice is given, agrees
to be bound by the result in any such action or proceeding, even in the absence
of such appearance, as fully as if he (or it) had appeared and contested the
action or proceeding.
Nothing heretofore contained shall prevent the acquisition of jurisdiction
over any of the parties hereto in any other manner permitted by law.v
u. Other conditions for rescission will undoubtedly be desirable in many instances.

Thus, in the transfer of a liquor business the purchase should be made contingent upon the
lrchasers being able to secure a license.

v. The' provisions' of this section are designed to make collection from any parties
breaching the agreement as easy as possible. It will be most effective against defaulting
sellers who run off after receiving payment.
N.Y. CPLR 318 provides:

Designation of agent for service. A person may be designated by a natural
person, corporation or partnership as an agent for service in a writing with the

consent of the agent endorsed thereon. The writing shall be filed in the office of the
clerk of the county in which the principal to be served resides or has its principal
office. The designation shall remain in effect for three years from such filing unless it
has been revoked by the filing of a revocation, or by the death, judicial declaration

of incompetency or legal termination of the agpnt or principal.
Since it may be impracticable to file the agreement, it is significant that service upon

the designee even under an unfiled designation was upheld in the National Equipmpnt

Rental Ltd. v. Szukneht, 375 U.S. 311 (1964). See also National Equipment Rental Ltd.
v. Karlin, 6 Misc. Id 128, 166 N.Y.S.2d 27 (Sup. Ct. 1957), and Fifth Oficial Report to
Legislature, N.Y. Leg. Doc. No. 15 at 277 (1960).
N.Y. CPLR 501 allows a contract provision fixing venue. It provides:

Subject to the provisions of subdivision two of section 510, a written agreement
fixing place of trial, made before an action is commenced, shall be enforced upon
a motiop for change of place of trial.

Of course, 'even 'though judgments mnay be secured agaipst the defendants, they arc
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Section 14. Assignment and Novation.-Provided that all of the Purchasers
become its sole shareholders, the Puidiases shall have the privilege of assigning this agreement, and all of their rights, obligations, and duties hereunder,
including but without limitation thereto, the liability to pay the purchase price,
and any rights to damages, rescission or otherwise against the Sellers, at any
time prior to the date fixed hereunder for the closing, to a corporation formed
by said Purchasers, and such assignment shall have the effect of a novation
whereby the corporation shall be completely substituted as Purchaser, and the
individual Purchasers shall be released from all liability hereunder. Notice of
any such assignment shall be given to the Sellers as provided in section 18 of
this agreement.w
Section. 15. Survival of Representations.--Al covenants, agreements, representations, warranties, and statements contained in this agreement, the Exhibits
annexed hereto, and any certificates or documents delivered pursuant hereto
or in connection with the transactions contemplated herein shall survive the
closing, and any investigation made at any time by the Purchasers hereunder.
Section 16. Parties.-Except to the extent otherwise provided in section 14
of this agreement, all of the terms and provisions of this agreement shall be
binding upon, inure to the benefit of, and be enforceable by the parties hereto,
their successors, assigns, heirs, executors, administrators and legal representatives.
Section 17. Governing Law.-This agreement shall be governed by, and construed in accordance with, the law of New York.
Section 18. Notices.-All notices shall be in writing and shall be deemed given
when delivered personally to a party or his attorney, or when deposited in the
U.S. mail, certified mail, postage prepaid, addressed to the party at his address
set forth at the end of this agreement, or to his attorney. Notices to the escrow
agent shall likewise be deemed given when personally delivered to him, or deposited in the U.S. mail, certified mail, postage prepaid, addressed to him at his
address set forth in this agreement.
In Witness Whereof, the parties hereto have hereunto set their hands and
seals, and the corporate party hereto has caused this agreement to be executed
by its president and its corporate seal to be affixed hereto and attested to by its
corporate secretary on the date first above written.
sellers:
.......

,...

o..o......,

........

a corporation of the State
of New York
Address: .....................
By: ........................
President
valueless as a practical matter unless sufficient assets can be located against which to
execute them. Whence the desirability of an escrow deposit if the sellers are of dubious
financial status.
w. The Sellers may be unwilling to accept such a provision, since it will deprive them
bf a right to collect from the individual purchasers. It should alsb b6 noted that if the
purchasers are individuals they will remain personally liable until formation of the new
corporation.
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Attest:
Secretary
.name of shareholder)
address:
.......... ........................... L.S.

(name of shareholder)
address:
..

...........

L.S.

(name of shareholder)
address:
Purchasers :x
(name of shareholder)
address:
(name of shareholder)
address:
............ .................
(name of shareholder)
address:

L.S.

L.S.
L.S.

I hereby consent to act as agent for service of process in behalf of each
of the Sellers, individual and corporate.
(name)
I hereby consent to act as agent for service of process in behalf of each
of the Purchasers.
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit

(name)
A. Certificate of Incorporation.y
B. By-Laws.
C. Balance Sheet as of (date).
D. Balance Sheet as of (date).
E. Profit and Loss Statement for year of .........
F. Profit and Loss Statement for year of .........
G. Schedule of Changes occurring in Financial statements to date of
agreement.

x. In certain situations, e.g., in businesses where the initial financial commitment of
the purchasers must be relatively large anyhow, e.g., the liquor store business, it may be
advisable to form the purchaser corporation before entering into the agreement (if this is
acceptable to the Sellers), so that it may be the purchaser, rather than the new owners
as individuals, thus avoiding all personal liability. If the deal falls through, i.e., if the
agreement is never signed, the purchasers are "out" the cost of incorporating, They may be
willing to accept this danger, however, to avoid personal liability. If the sellers are willing
to grant one, an option may help to diminish the risk.
y. These, of course, should be headings for separate sheets on which the relevant
information should be set forth. It should be noted that items in Exhibit I may give rise to
obligations under Exhibit 0. In lieu of omitting schedules, and modifying the agreement
accordingly, the simpler procedure would be to state "None," where none of the items
called for in the exhibit is to be included.
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Exhibit H.
Exhibit I.

Tax Returns and Action thereon.
Contracts to which Seller corporation a party, and agreed purchase
prices therefor.
Exhibit J. Assets Owned, and agreed purchase prices therefor.
Exhibit K. Lease, and agreed purchase price therefor.
Exhibit L. Schedule of Obligations owed to Seller Corporation, and agreed
purchase price therefor.
Exhibit M. Schedule of Inventory, Stock in trade, Goods in Process and
Merchandise, and agreed purchase price therefor.
Exhibit N. Schedule of Trademarks, Tradenames, copyrights, patents, licenses, franchises and rights, and agreed purchase price therefor.
Exhibit 0. List of creditors of Seller corporation, their business addresses,
and amounts owed to each.
APPENDIX II
AGREEMENT FOR SALE OF STOCK
THIS AGREEMENT,

made the ........ day of ........................

196..,
BETW EEN

......................................................

a corporationa of the State of New York, and .............................
.................................
of ....................
and ....................................
of
....................
I
who together comprise the holders of all of the outstanding shares of said
corporation, as such shareholders and individually, hereinafter called the
Sellers,
AND, .................................
of ....................
.................................. of ....................

and ....................................
hereinafter called the Purchasers,

of .......................

'WITNESSETH:

The Sellers, jointly, severally and individually agree with the Purchasers,
jointly, severally and individually as follows:
Section 1. Sellers Warranties and Representations.--The Sellers warrant and
represent as follows:
A. Corporate Status and Shareholdings
(a) That the corporation is duly organized, presently existing, and in
good standing under the laws of New York.
(b) That its certificate of incorporation as presently effective is in the
form annexed hereto and made a part hereof, and marked Exhibit A.
(c) That said certificate has not been amended or restated, except as reflected in said Exhibit.
a. Although a sale of stock is technically a transaction between the purchasing outsiders and the corporation's shareholders in which their corporation is not involved, it is
wise to have the corporation as a party to bind it to such representations as those made
in Section 1(a). See also infra note b.
It will be observed that a great many of the provisions in this form are identical to
those in the sale of assets form. In some instances the same provision performs a different
function. Thus, e.g., representations as to the outstanding stock and stockholders are
essential in this form to determine who the transferors will be, rather than the number
requisite for corporate approval of the sale of assets.
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(d) That its current by-laws are in the form annexed hereto and made a
part hereof, and marked Exhibit B.b
(e) That the corporation has no subsidiaries.
(f) That the corporation's authorized shares consist of ................
common shares of the par value of $ ..........
per share, of which ..........
shares are issued and outstanding.
(g) The shareholder Sellers have good and unencumbered title to all of
said shares, all of which shares are fully paid and not subject to liability for
any assessment or call. The shareholder Sellers are pwners of record and full
beneficial owners of all of said shares, as follows:
Name

No. of Shares Owned

(h) None of said shares is subject to any pledge, trust, lien or claims of any
kind whatsoever.
(i) The Seller corporation has no other shares outstanding and no treasury
shares.
B. Financial Standing and Documents
(a) That the Seller corporation's balance sheet as of .................
annexed to this agreement, and made a part hereof, and marked Exhibit C,
and the corporation's balance sheet as of ......................
, annexed
hereto and made a part hereof, and marked Exhibit D, the statement of profit
and loss and surplus for the calendar year ........ , made a part hereof and
marked Exhibit E, and the statement of profit and loss and surplus for the
calendar year ........ , made a part hereof and marked Exhibit F, are all
true and accurate; that all of said balance sheets and profit and loss statements
have been prepared by the Seller corporation's regular accountants, and have
been certified as accurate by them; and that they have all been prepared in
accordance with sound accounting principles consistently applied during the
aggregate period of such statements.
(b) That except as and to the extent reflected or reserved against in
Exhibit D, the Seller corporation's most recent balance sheet, the Seller corporation had, on the date thereof, no obligations or liabilities, absolute or contingent, of any nature whatsoever.
(c) That there has been no material change in any of the foregoing
financial statements, nor has the Seller corporation incurred any obligations or
liabilities, absolute or contingent, of any nature whatsoever except as set forth
in the Schedule hereto marked Exhibit G.
(d) That the Seller corporation's Federal and State Income Tax returns for
the years ........ , and ........ , attached hereto and marked Exhibit H,
are true and accurate, that no tax deficiency has been assessed against the
Seller corporation, nor are such returns, to the knowledge of Sellers, subject
to any adverse action on the part of any taxing authority, nor has any claim
b. The by-laws may contain relevant restrictions on the transfer of shares, even
though the certificate of incorporation is silent on the subject. See Allen v. Biltmore Tissue
Corp. 2 N.Y.2d 534, 141 N.E.2d 812, 161 N.Y.S.2d 418 (1957).

As to the alternative of delivery of the certificate and bylaws rather than their

annexation, see Appendix I, at note a.
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for refund been made, except as set fotth on said Schedule maifked Exhibit H
to this agreement.c
C. Contracts
That th6 Seller corporation is not a party to any contrAct or agreement
of any nature whatsoever, excluding this, contract, except as set forth in the
Schedule to this agreement marked Exhibit I.
D. Assets Owned
(a) That the corporation is the owner of all of the property real and
personal set forth in the attached schedule, maiked Exhibit J, free of all liens,
mortgages, encumbrances and security interests or claims of any nature whatsoever except as therein set forth.
(b) That the corporation is lessee of the premises located at:
• ¢,.

....

....

......

°.°°,.°.,°s~e -o.

.:.

o....

....

............. •.... ........

**....... ........................
...

under a lease from :.....

...........................

........... ...

.." .........

.................

....

o.

.. 0.

to : .............................................
...... ...........
a tRie copy of which is attached hereto, marked Exhibit K.
That there has been no default in payment of any of the installmehts of
rent due thereunder, nor has the landlord asserted any claim against the Seller
corporation or any of the individual Sellers.
(c) That the attached Schedule marked Exhibit L accurately sets forth the
names, business addresses and amounts owing, as of the date of this agreeiiient,
on all accounts and notes receivable and other obligations due to Seller corporation as of said date.
(d) That the attached Schedule, marked Exhibit M, accurately sets forth
all of the inventory, stock in trade and other merchandise belonging to the
Seller corporation and held for sale to its customers, as of the date of this
agreement, and goods in the process of manufacture, and the balance sheet
values thereof, all at the lesser of cost or market value.
(e) That the attached Schedule, marked Exhibit N, accurately sets forth
all trademarks, tradenames, copyrights, patents, licenses, franchises, and rights
belonging to the Seller corporation as of the date of this agreemefitvd
E. Liabilities and Obligations
(a) That the attached Schedule, marked Exhibit 0, accurtely sets forth
a list of all creditors of the Seller corporation, their business addresses and the
amounts owed to each, as of the date of this agreement.
(b) That no injury has occurred to anyone on the Seller corporation's
premises, nor has any vehicle operated in the Seller corporatioi's business or
by anyone in the Seller corporation's employ, been inivolied in any d~cident,
nor has anyone been injured or claimed injuiy as a result of any of the Seller
corporation's products, preparations, goods 6r services, or iii any way coiinected
with the Seller cdrporation of dny of its activities or iiiaction on its part or that of
c. The purchasers will inherit all of the liabilities of the corporation. Obviousiy, it is
essential that they have the fullest knowledge of the liabilities they are, in effect; assumiig.
See also Sections 1C, 1E, and 2.
d. Just as with an assets sale, the purchasers will want to make sure that they get
all of the assets they have bargained for, despite the form bf the trarisaction.
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any of its employees. "Employees" shall also include for these purposes all shareholders, directors and officers of the Seller corporation.
(c) That no wages, salary or other compensation of any kind is due or
owing to or for the benefit or account of any employee. That the Seller corporation has no contracts of employment, employment arrangements or understandings with any employee, group, life, disability or other insurance insuring any
employee or for the benefit of any employee or any beneficiary of any employee,
or other pension, annuity, retirement, profit-sharing, option or other contract,
plan or arrangement with or for the benefit of any of the foregoing, except as
set forth in the Schedule marked Exhibit I to this agreement. "Employees"
shall also include for these purposes all shareholders, directors and officers of
the Seller corporation.
(d) That there is no litigation pending or threatened against, or in any
way involving the corporation, any of its directors, officers, shareholders, employees, or property.
Section 2. Sellers' Covenants and Agreements.-Sellers jointly and severally
covenant and agree with the Purchasers that:
(a) There will be no change in the certificate of incorporation, or the
by-laws of the Seller corporation.
There will be no increase in the authorized shares of the Seller corporation,
nor in the number of issued or outstanding shares, nor any transfers, pledges,
trusts, creations of security interests in or liens upon any of the shares of this
corporation, except as may be required to effectuate this agreement.
(b) The Seller corporation shall not enter into any contract or renewal
of any contract, nor incur any liability or obligation whatsoever, without the
written approval of the Purchasers, except for replacement of inventory and
supplies in an amount in the aggregate not exceeding $ ...........
(c) The Seller corporation will not declare or pay any dividends nor make
any distributions in respect of its shares, nor repurchase any of its shares.
(d) The Seller corporation will not sell, assign, transfer, lease, mortgage,
pledge, create a security interest in, nor will it create or allow the creation of
any lien in, or on, any of the assets of the Seller corporation, except for normal
sales of inventory, stock in trade and merchandise in the usual course of its
business.
(e) The Seller corporation will not merge or consolidate with any other
corporation or corporations.
(f) Within 3 days after a demand in writing so to do, or, if no such demand
is made, then at least 10 days before the date fixed for the closing the Sellers
shall prepare and deliver to the Purchasers a complete list of all creditors of
the Seller corporation and all persons asserting any claims against the Seller
corporation whether or not such claims are disputed, which list shall include
the names, business addresses and the amounts owed to each when known.
(g) The Seller corporation will make available to the Purchasers and any
persons appointed by them full access, during normal business hours, to all
of its properties, books, contracts, commitments and records, and shall furnish
the Purchasers with all such information concerning the Sellers' affairs as the
Purchasers may reasonably request.
(h) All of the representations and warranties of sections 1A, 1B(d), IC,
1D(a), 1D(b), 1D(e), 1E(b), 1E(c), 1E(d) shall all be true as of the
date of the closing, and shall all be considered as having been made at said closing; and Sellers further represent and warrant as of said closing that there has
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been no breach in any of the covenants and agreements of this section (2), nor
of sections 3, or 4 below.
(i) And the Sellers further represent, warrant covenant and agree:
(i) That the total amount owing by the Seller corporation to all creditors
at the time of the closing, whether or not then due, shall in no event be more
than the total amount set forth in Exhibit 0.
(ii) That all creditors whose names appear in Exhibit 0 but are omitted
from the list prepared pursuant to Section 2 (f) of this agreement have been
paid in full.
(iii) That the total amount of all accounts receivable, notes receivable
and other obligations due to the Seller corporation at the time of the closing
shall in no event be less than ...... percent of the total amount set forth in
Exhibit L.
(iv) That the value of the inventory, stock in trade and other merchandise
belonging to the Seller corporation and held for sale to its customers and goods
in process of manufacture, all as of the closing, and all at the lesser of cost or
market value, shall be at least $ ...........
(v) That as of the closing there has been no material change in the corporation's financial condition from that reflected in Exhibits D, F and G.
(vi) At the closing, the aggregate amount of assets shall be not less than
as shown on the balance sheet dated ............................
, marked
Exhibit D as modified by Exhibit G and the aggregate liabilities shall not exceed
those shown on said balance sheet, all in accordance with sound accounting
principles, applied on a basis consistent with those applied in preparing the
e
aforesaid balance sheet marked Exhibit D.
Section 3. Brokers.-It is mutually represented, warranted and agreed
that no broker was employed by any of the Sellers, nor by the Purchasers in
connection with this sale, except: ......................................
of .....
oo....................................................
(address)
who is entitled to a commission of ...... percent of the total purchase price,
amounting to the sum of ........................
($ .....
) Dollars
to be paid by the Sellers.
Section 3a. Purchasers'Representations and Warranties.-Purchasersindividually and jointly represent and warrant to Sellers that they are purchasing
said shares for investment, and not for resale or distribution to the public
Section 4. Continuation of Normal Business.-Until the closing, the business of the Sellers shall be conducted in the normal course, as it has been in the
past, and no changes in personnel shall be made by the Sellers except with the
approval of the Purchasers. Until the closing, representatives of the Purchasers
shall have the right, during normal business hours, to remain on the Sellers'
premises and to observe the operation of the business. The Purchasers shall have
e. Some of these representations overlap. However, since in a stock purchase the
entire business is being acquired in even a fuller sense than under an assets purchase, the
financial statements take on a greater significance, justifying every method of assuring
that the business as finally acquired will be as much like that contracted for as possible.
f. This provision is designed to protect the sellers from possible Securities Laws
liability as a result of later resale by the purchasers to the public. Controlling shareholders
are treated similarly to issuers when a public offering is made. See Matter of Ira Haupt
& Co., 23 S.E.C. 589 (1946).
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the right to advise the Sellers' employees of this agreement and tO negotiate
employment arrangements with them.
The Sellers will, at the request of the Purchasers, during the period between

the execution of this agreement and the closing, introduce the Purchasers to the
Sellers' customers and clientelle, and, generally, do whatever is reasonably necessary to insure that Sellers' customers and clientelle continue to buy from and
deal with the Purchasers.
Section 5. Sale and Purchase.-Subjectto the terms, covenants, agreements
and conditions of this agreement, and in reliance on the representations and warranties of the Sellers herein contained, the Purchasers agree to purchase and
the Sellers agree to sell, assign and transfer all of the outstanding shares of the
corporation for the aggregate purchase price of ..........................
($ .......... ) Dollars, subject to the adjustments provided for in section 8
of this Agreement which shall be proportionately applied to the aoibuhts to be
paid to each of the individual Sellers at the closing, payable as follows:
(a) .......................................... ($
....... ) D ollars in
cash or by certified check upon execution and delivery of this agreement, receipt
whereof is hereby acknowledged, payable to the individual Sellers in the following amounts:
Name
Amount
....
............... ........
.
...... $......
....
Amount
... .....
Name
Amount
(b) ..............................
($........)
Dollars in
cash or by certified check at the cosing to the individual Sellers in the following amounts:
.................
..............
...... $.........
.
Name
Amount
°*....
.....
.°.°...........,......°.....,$...........
Name
Amount
Name

................................

............................

................

Name
Amount
(c) The balance of the purchase price .................
($ .....
)
Dollars shall be paid as follows: The Purchasers jointly will execute and deliver
to each of the Sellers a series of negotiable promissory notes each with interest
at ...... per centum per annum, each series consecutively numbered and payable in order on the ...... days of ............. I ........

and ........ of

each year, the first note to be diue and payable on ................ ;.. All
notes in each series shall contain a provision, satisfactory to the attorney for
the Sellers, for the acceleration of the due dates of all subsequent notes in the
series upon default in the payment of any one note. Said notes shall be payable
to the order of the individual Sellers in the amounts hereinafter stated, and
there shall be delivered to each of such individual Sellers the number of notes,
each in said amount, stated.9
g. Provisions may be added for pledge of the share certificates by the purchasers to
the sellers bi an escrow agent or trustee as security for the payment of the notes. As
to tax consequences of installment obligations, see IRC § 453, and Treas. Reg. § 1.453-1.
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°~~~ °°

. .

. .

o

,.

°.

.

°°

~o.........

°

....

°.....

Name

Amount of each note

.............
Name

.....
.............................
Amount of each note

.

Name

.
. . . . . . .. . *

. . . . . . . . .. . . . . . . . . ...
o $*

Amount of each note

-o
...

: ..........-.

Number of notes
to be delivered
Number of notes
to be delivered
. . .

. . . . . . .. . . .

Number of notes
to be delivered

In addition, to the foregoing, individual Sellers shall each be paid the
($.... ! ..... ) Dollars per month, comsum of .......................
mencing with the first business day of the month beginning 4fter the closing
(which said closing shall be a condition precedent to Purchasers' obligation to
make said payments), and ending with the payment on the first business day
(month) 19...., as compensation for their
of ........................
agreement not to compete with the Purchasers, set forth in section 11 of this

agreement h

Section 6. Taking of Inventory.-Sellers' premises shall be closed to business on the day of the closing. On that day a physical inventory of all inventory,
stock in trade and merchandise held for sale to customers, and goods in process
of
of manufacture shall be taken by ................................
...... or another disinterested person mut..............................
(address)
ually agreed upon by the parties. No one shall be admitted to the Sellers,
premises on that day, until after the completion of said inventory, except the
aforesaid person and one representative of the Sellers and one of the Purchasers,
who shall assist in the taking of such inventory, and the attorneys for the respective parties. The inventory shall be in writing and shall show the quantity of
each item, the value per unit at the lesser of cost or market, and the total value.
Any decision by the aforenamed person (or other designated disinterested person) as to value shall be conclusive upon both the Purchasers and Sellers.
Copies of the completed inventory certified by him shall be delivered to the
representatives of the Purchasers and Sellers, and their attorneys. At the conclusion of the inventory examination, the premises shall be locked until the
closing, at which the keys to the premises shall be delivered to the Purchasers.
Section 6a. Resignation and Termination of Employment and Benefit Contracts.-Upon and as a condition to the closing each of the Sellers will deliver
his resignation as a director and officer of the Seller corporation, and Sellers will
cause a special meeting of the board of directors (or, if the certificate of incorporation or by-laws require the filling of such vacancies by action of the shareholders, a special meeting of the shareholders) of the Seller corporation to be
held, legally convened pursuant to law and the certificate of incorporation and
by-laws of the Seller corporation, and simultaneously with the acceptance of the
h. As to tax consequences of a separate agreement for payment not to compete, see
text discussion supra. It may be possible for the sellers to forego this separate payment
provision in a sale of stock since the problem of allocation of purchase price among "assets"
acquired will not be significant where this method of acquisition is chosen.
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directors' resignations as aforesaid will cause nominees of the Purchasers to be
elected directors of the Seller corporation in place of the resigned directors.,
Upon and as a condition to the closing, the Sellers will deliver to the
Purchasers such documents, satisfactory to Purchasers' attorneys, as will,
except as to any employee for which Purchasers have in writing prior thereto
required continuance of such contracts, arrangements or understandings, effectively terminate, cancel, discharge and annul all employment contracts, employment arrangements and understandings, with all employees of the Seller corporation effective as of the closing; and such further documents, satisfactory to
Purchasers' attorneys, as will, except for Workmen's Compensation Insurance,
and except further as to any employee or other person for which the Purchasers
have in writing prior thereto required continuance of such insurance, contracts,
plans or arrangements, effectively terminate, cancel, discharge and annul all
group, life, disability or other insurance insuring any employee or for the benefit
of any employee or any beneficiary of any employee and all pension, annuity,
retirement, profit-sharing, option or other contracts, plans or arrangements with
or for the benefit of any of the foregoing; and further such documents, satisfactory to Purchasers' attorneys, executed by all of its employees and other persons,
except such as the Purchasers have in writing dispensed therefrom, waiving,
releasing and discharging all claims, rights and privileges under any employment
contracts, employment arrangements and understandings, group, life, disability
or other insurance, pension, annuity, retirement, profit-sharing, option or other
contracts, plans or arrangements with or for their benefit)
Section 7. Closing.-The closing of the sale and purchase hereunder shall take
in the (town) (city)
place at the premises of the Sellers, ...............
(address)
, New York, at ........ (time)
(village) of ..............................
, ........ ,19...., or on such date prior thereto as
on ....................
(day)
(month)
the Purchasers may elect by three days' notice to the Sellers.
At the closing the Purchasers shall comply with the provisions of section 5
hereof and the Sellers shall deliver to the Purchasers share certificates of the
Seller corporation in proper form, properly executed evidencing record ownership
in the Seller corporation in the names of the Purchasers of the number of shares
shown opposite his name, as follows:
.... o...f...Shares ......
Name...No.
........................
Name
No. of Shares
....

°*...

........

...

. o. ,.....

Name
°°.....

....

..................

Name

.

.....

... °°

....
,

.

.......
,.

No. of Shares
* ...
..

.........

°.

.....

No. of Shares

.....

All of such documents and papers shall be in a form and shall contain such
i. Obviously, the new owners will want to take over the management of the corpora-

tion as soon as possible. See Essex Universal v. Yates, 305 F.2d 572 (2d Cir. 1962) interperting New York Law as not forbidding such an agreement to turn over directorships, at
least where the selling shareholders possess sufficient shares to control the election of the
board. See, however, as to possible dangers to the sellers from a hasty turnover to looters,
text discussion under "Additional Problems."
j. Obviously, the purchasers will not want to be liable, i.e., have their business
liable under benefit arrangements set up for the former owners.
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other covenants and warranties as shall be in accordance with this agreement,
and satisfactory to Purchasers' counsel.
From time to time, at the Purchasers' request, before or after the closing,
the Sellers shall, at their expense, execute and deliver such further instruments,
and take such other action, as the Purchasers may reasonably require in order
to effectuate the purposes of this agreement, and the orderly takeover of the
business and assets of the Seller corporation.
Section 8. Termination of Agreement and Closing Adjustments.-If on or beforb the closing any of the assets listed on Schedule J are destroyed, lost, stolen
or damaged by any cause or person whatsoever, whether through or without
fault on the part of the Sellers, and whether or not insured, the Purchasers may
at their election terminate this agreement, without liability of any kind to the
Sellers, and any sums paid hereunder, including any evidences of indebtedness,
shall be returned to the Purchasers.
Purchasers have the same right or rescission, without liability of any kind,
and to the right to return of any sums paid hereunder, including any evidences
of indebtedness, in the event of any destruction, loss, theft or damage to .the
inventory, stock in trade or other merchandise held for sale to customers, or
goods in the process of manufacture listed in Exhibit M, where the value, at
the lesser of cost or mark~et, after any such destruction, loss, theft and/or
damage is less than ...... per cent of the minimum set in section 2 (i) (iv)
above. In the event of any lesser destruction, loss, theft or damage, or in the
event that the Purchasers do not elect to rescind as herein provided, or in the
event that the value at the lesser of cost or market of the inventory, stock in
trade and other merchandise held for sale to customers and goods in process
of manufacture remaining on hand at the closing is for any reason whatsoever
less than the minimum value set forth in section 2 (i) (iv), there shall be a reduction of the purchase price by the amount of the difference between the total
value (at the lesser of cost or market) of the inventory, stock in trade, goods
in process of manufacture and merchandise as aforesaid and the aforesaid
minimum value.
In the event that the inventory, stock in trade, goods in process of manufacture and merchandise on hand at the closing exceeds the minimum value
as set forth in section 2 (i) (iv) above of this agreement, the purchase price shall
be increased by the amount of the excess if any of the total cost to the Seller
corporation of all of such items acquired by the Seller corporation subsequent
to the date of this agreement over the minimum value herein set which the
Purchasers elect to have- the corporation retain. Items representing such excess
over the minimum value which the Purchasers elect not to have the corporation retain shall be transferred to the Sellers individually.
In the event that any of the contracts referred to in Exhibit I are terminated or discharged or that any of the accounts or notes receivable or other
obligations owed to the Seller corporation listed in Exhibit L have been collected, written off, or otherwise discharged prior to the closing, the purchase
price under this agreement shall be reduced by the amount of the purchase
price allocated to them.
In the event of any material change in any of the other assets or in any
of the liabilities or obligations of the Seller corporation, or its financial statements, the purchase price shall either be adjusted or, at the election of the
Purchasers, this agreement may be rescinded as hereinafter provided in section
12.
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Sellers shall pay all sales, transfer and documentary taxes, if any, payable
in connection with this agreement, and the conveyances, assignments, transfers
and deliveries to be made to the Purchasers.
Section 9. Indemniflcation Sellers jointly and severally agree to indemnify
and save harmless the purchasers from any damage or loss occasioned by any
breach of this agreement or any of the representations, warranties, covenants,
conditions or agreements herein contained, including but without limitation
thereto, any undisclosed liabilities, nonpayment or deficient payment of any accounts receivable when due, any claim for brokerage, and any judgments, demands, actions, proceedings, defenses, and all costs or legal expenses incident
thereto, arising out of or in any way connected with any of the foregoing, or
with any of the transactions contemplated by or under this agreement.
Section 10. Escrow Deposit.-As security for the indemnities provided for in
section 9 of this agreement, but without limitation of the Sellers' liability thereto,
Sellers will deposit with ..............................................
address: ................................
, as escrow agent, ............
.........................
($ ..........
) Dollars of the purchase price paid at the closing. [From time to time on not less that ten days'
notice to the Sellers given at any time prior to the expiration of seven months
from the date of the closing, the escrow agent, at the request of the Purchasers
may apply any part of such sums to pay or provide for the payment of any of
the items in section 9 of this agreement. However, if within such ten day period
the escrow agent shall receive notice from any of the Sellers disputing the propriety of any such payment from the said escrow deposit, the matter shall be
submitted to ......................
of.......................
(address)
and his determination of the Sellers' obligation or non-liability to the Purchasers
shall be conclusive on all parties.] The balance remaining in said escrow deposit
on the expiration of [seven] months from the date of the closing [as to which
no notice to the escrow agent shall have been given as aforesaid, and the balance
remaining after determination of the propriety of the claims as to which any
notices shall have been given prior thereto] shall be returned to the Sellers.,
Section 11. Covenant Not to Compete.-Each of the individual Sellers agrees
that from and after the closing he will not (unless acting as an employee of the
Purchasers or with the Purchasers' written consent), directly or indirectly, own,
manage, operate, join, control, or participate in the ownership, management,
operation or control of, or be connected in any manner with any business under
any name similar to the Seller corporation's name, and that for a period of .....
years after the closing none of the individual Sellers will in any manner compete with or be interested in any competitor of the Purchasers within a radius
of ........ [blocks] [miles] from .......................
Nor will
any of said individual Sellers for a like period lend his name to any person,
firm or organization whose business is similar to that of the Seller corporation's
business. The Sellers further agree that the remedy at law for any breach by any
of them of any of the foregoing provisions of this paragraph will be inadequate,
and that the Purchasers shall be entitled to injunctive relief, and expressly consent to the granting thereof.'
k. See supra note "s" to sale of assets form.
1. See supra note "t" to sale of assets form.
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Section 12. Damages and Rescission.-Any willful default hereunder on the
part of any party shall entitle the aggrieved party to the sum of .............
($ .......... ) Dollars as liquidated damages for breach of this contract in
addition to repayment in full of any sums paid hereunder (including return of
any evidences of indebtedness and security agreements or other documents to
secure their payment) said amount being hereby agreed upon by reason of the
difficulty in reducing the exact damages to a mathematical certainty.
The Sellers jointly and severally agree to reimburse the Purchasers, on
demand, for any damages resulting from any misrepresentation, or breach of
any covenant, warranty, condition or other provision of this agreement by any of
the Sellers; and the Purchasers jointly and severally, except as otherwise provided in section 14 agree to reimburse the Sellers, on demand, for any damages
resulting from any misrepresentation, or breach of any covenant, warranty,
condition or other provision of this agreement by any of the Purchasers.
In addition to the foregoing, the Purchasers shall have the right to rescind
this agreement, at any time prior to or after the closing, for any breach of any
of the foregoing covenants, warranties, conditions or other provisions of this
agreement, or any material misrepresentation herein, including the Exhibits
made a part hereof. On any such rescission the Purchasers shall be entitled to
damages as provided in the two foregoing paragraphs, as well as to return of
any sums paid by them hereunder (including any evidences of indebtedness
and security agreements or other documents to secure their payment), and shall
not be liable to the Sellers, except to return to them the assets conveyed hereunder, or their equivalent in cash or kind less any such damages.
Section 13. Jurisdiction, Service of Process, and Venue.-Each of the Sellers
hereby designates and appoints ......................................
of
......................................
as his, and the corporate Seller
(address)
appoints him as its, agent for service of process, and agrees not to revoke said
designation. Each of the Purchasers hereby designates and appoints ..........
..
.................
of ..........................
as his agent
(address)
for service of process and agrees not to revoke said designation.
Each of the Sellers and each of the Purchasers hereby expressly consents
to the jurisdiction of the New York State Supreme Court, and any other court
of the State of New York or Federal Court therein, having subject matter jurisdiction, in any action or proceeding arising out of this agreement, any of the
transactions hereunder, or in any way connected herewith; and he (or it)
hereby waives any objection to lack of jurisdiction over him (or it) by any of
said courts, provided service is made upon his (or its) aforesaid agent.
The place of trial of any action or proceeding hereunder brought in any
New York State Court shall be in ..................
County.
Each of the parties hereto further agrees that he, or it, as the case may be,
shall voluntarily appear in any such action or proceeding commenced in any
of said Courts wherein the venue is laid in the aforesaid County, within ........
days after notice to him or his attorney as provided in section 18 of this agreement, and each of said parties hereby authorizes and directs his attorney, or
any other individual party to this agreement to file a notice of appearance in
his or its behalf in any such action, and, provided such notice is given, agrees
to be bound by the result in any such action or proceeding, even in the absence
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of such appearance, as fully as if he (or it) had appeared and contested the
action or proceeding.
Nothing heretofore contained shall prevent the acquisition of jurisdiction
over any of the parties hereto in any other manner permitted by law.
Section 14. Assignment and Novation.-Provided that all of the Purchasers
becomes it sole shareholders, the Purchasers shall have the privilege of assigning
this agreement, and all of their rights, obligations, and duties hereunder, including but without limitation thereto, the liability to pay the purchase price, and
any rights to damages, rescission or otherwise against the Sellers at any time
prior to the date fixed hereunder for the closing, to a corporation formed by
said Purchasers, and such assignment shall have the effect of a novation whereby
the corporation shall be completely substituted as Purchaser, and the individual
Purchasers shall be released from all liability hereunder. Notice of any such
assignment shall be given to the Sellers as provided in section 18 of this agreement.m
Section 15. Survival of Representations.-Allcovenants, agreements, representations, warranties, and statements contained in this agreement, the Exhibits
annexed hereto, and any certificates or documents delivered pursuant hereto or
in connection with the transactions contemplated herein shall survive the closing, and any investigation made at any time by the Purchasers hereunder.
Section 16. Parties.-Except to the extent otherwise provided in section 14 of
this agreement, all of the terms and provisions of this agreement shall be binding upon, inure to the benefit of, and be enforceable by the parties hereto, their
successors, assigns, heirs, executors, administrators and legal representatives.
Section 17. Governing Law.-This agreement shall be governed by, and construed in accordance with, the law of New York.
Section 18. Notices.-Al notices shall be in writing and shall be deemed given
when delivered personally to a party or his attorney, or when deposited in the
U. S. mail, certified mail, postage prepaid, addressed to the party at his address
set forth at the end of this agreement, or to his attorney. Notices to the escrow
agent shall likewise be deemed given when personally delivered to him, or deposited in the U. S. mail, certified mail, postage prepaid, addressed to him at
his address set forth in this agreement.
In Witness Whereof, the parties hereto have hereunto set their hands and
seals, and the corporate party hereto has caused this agreement to be executed
by its president and its corporate seal to be affixed hereto and attested to by its
corporate secretary on the date first above written.
Sellers:
a corporation of the
State of New York
Address: .....................
B y: ..........................
President
m. It is possible that the purchasers will desire to have their own new corporation

purchase the stock of the seller corporation and then liquidate the old corporation to obtain
a stepped-up basis for the assets acquired under IRC § 334.
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Attest:
............................
Secretary

L.

...........................

L.S.

(Name of shareholder)
Address:
.... ...................... L.S.
(Name of shareholder)
Address:

........................ L.S.
(Name of shareholder)
Address:
..

Purchasers:
........................... L .S.
(Name)
Address:
.L.S.

..........................
(Name)

Address:
........................... L .S.
(Name)
Address:
I hereby consent to act as agent for service of process in behalf of each

of the Sellers, individual and corporate.
.. °..

. ..

...

......

....

,......

(Name)
I hereby consent to act as agent for service of process in behalf of each
of the Purchasers.
......... oo...........o...

(Name)
Certificate of Incorporation.
By-Laws.
Balance Sheet as of (date).
Balance Sheet as of (date).
Profit and Loss Statement for year of .........
Profit and Loss Statement for year of .........
Schedule of Changes occurring in Financial statements to date
of agreement.
Exhibit H. Tax Returns and Action thereon.
Exhibit I. Contracts to which Seller corporation a party, and (agreed)
values thereof.
Exhibit J. Assets Owned, and (agreed) values thereof.
Exhibit K. Lease.
Exhibit L. Schedule of Obligations owed to Seller corporation and (agreed)
values thereof.
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit

A.
B.
C.
D.
E.
F.
G.
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Exhibit M. Schedule of Inventory, Stock in trade, Goods in Process and
Merchandise, and values thereof at lesser of cost or market.
Exhibit N. Schedule of trademarks, tradenames, copyrights, patents, icenses, franchises and rights, and (agreed) values thereof.
Exhibit 0. List of creditors of Seller corporation, their business addresses, and
amounts owed to each.

